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ABSTRACT . - N

. By 1976-77 almost four million teachers and other ,
school personnel belonged to teéacher retirement systems or public
employee retirement systems. To‘help laypersons better umderstand
these systems, this report describes the institutional
Characteristics of public pension funds whose members include
teachers and explains the concepts behind such public retirement
systems.:Data are drawn from U.S. government sources, the National
Education Association, and a survey of public pensidon funds in 49
states and 7 municipalities. The report first describes the nuamber, .
size, and eligibility critesia of teacher retirement systems. It then
discusses the\funds' benefits (including income and insurance plans),
the "vesting" 'in employees' names of their rights to their pensions, -
and the relationships of pensions to other post-retiremest income.
Pollowing a reviev of the methods of funding pensions and of
calculating each fund's gkgsion obligations, the authors examine the
systens® administrative structures and the fiduciary responsibilities
of fund administrators. (aﬂthor/RH)
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This Note was produced under a research tontract from the National

Institute *for Educatioen, U.S. Department of Heaith; Education, and
A , . %
Welfare. The Note describes the institutional characteristics of
‘ -

teacher retirement systems and offers simplified eiplanations of the
concepts involveq~3n public.pension fupding. It therefore serves as a
background companion volume to the Rand report issuing from the study,

R-2517-NIE, The Financial Condition df Teacher Retirement Systems, by,

Richard B. V%ctor (forthcoming). . .

.

The authors expregs their appreciation to Iao Katagiri, who re-

viewed the manuscript, and especially to Ruth Mitchell for her patience
b . ¢

and valuable suggestions during the early versions of this Note.
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SUMMARY .

*

. A3
Recent concern gbout the potential financial'problems of public
. AN

employee,retirement systems, includiug teacher retiremeﬁt systems
(TRSs), has triggered considerable research interest in the area of
public pension funding. Lay readers, however, often find the/result—
s —fhg research reports technically complex and ‘confusing. It L the
purpose of this Note to acquaint the reader with the instigutional

-~

~ 3 ' characteristics of TRSs and offer simplified explanations of] the con-

cepts involved in public pension funding.

" Data from thé. Census Bureau, the Congress1onal Pension Task Force,
the National Education Association, and from our Sample of TRS reports
.show that TRSs vary w1dely in their benefits, funding and tinanc;ng

\ .
._ scheffes, and administration. There is no typical teacher rptirement,

s>

\Eystem. .Hdwever, some general- statéments about TRSs may b ma&e. X

g e + ~
- N -
[y . N ~

. -

TEACHER RETIREMENT SYSTEM COVERAGE AND MEMBERSHIP ; o o
In 1976-77, \\1mQ\t 4 million teachers and other school employees
‘belonged to one of the\}ﬂ\\iatewide or 17 local public employee retire-

ment systems which ino%ude eachers in their membership. These systems

range in size from one ‘or two thousand to several hundred thousand
members and may include other classes of employees besides teachers.
! Only about half offthe 67 systems restrict their membership‘to brofes— .
o' ’ sionél teaﬁhers and administrators. In 17 systems,:ooth professional
and ponpro essional school employees (e. g., custodians, bus drivers)
are elig;b e for membership and the remaining retirement systems offer

e o

- N a3

: 1U S. ﬁepartment of Commerce, Bureau of the Census, Employee Retzrement
Systems of State and Local Governments, Vol. 6, N6. 1, Washindgon, D.C.,
September 1978; U.S. House of Representat es, Commitﬁee on Education and
Labor, Pension Task Force Report on Publid BEmpléyee Retirement Systems, 95th
Con., 2d sess., Washington, D.C., March 1%, %978 “National .Education Associ-
ation, Teacher Retirement Systems, 1976. (For.a description of the TRS re-
ports, see App. A. . R -
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L general coverage for all state and local public employees. In additiong

depending on the system, otherAgroups suchﬂés vocational school and
community ‘college. instructors may belong Membership is usually com-

. pulsory for all eligible full—time employees., o

- v —
. M . LI
.
\

TEACHER RETIREMENT SYSTEM BENEFITS .

’

In general, teachers are eligible to begin receiv1ng retirement )
benefits when they attain the specified normaﬂ’retirement age which
N varies between age 55 and 65. Howeve , most systems allow earlier re- -
tirement if an employee either cpmpletes the service requirement oy
accepts lower retirement‘benefits. For example a Georgia .teacher may
retire with full~benefits at the age of 62 or at any age after complet-

ing 30 years of service. However, he or she may retire ''early" at age 60

with ten years teaching sérvice, but will receive reduced benefi s.1 In

most-cases, a teacher need not work continuously until retirement in order
- to receive rétirement benefits. Upon completlon of a m1n1mum service re-
. quirement, usually five to ten years, a teacher is vested" and will égéln
A " to receive benefits at the normal retirement age, regardless of his or her
- employment\status. ' ’ '
. Although T TRS may offer a variety of benefits packages and programs,
the most common benefit is th& retirement income allowance. In'most TRSs,
) the size of the allowance is calculated using a unit benefit formula which
' relates thre? elements to determine the amount of the benefit a retiree
. may receive./ They are: ’
. K . i . .
o Salary base, which is usually the teacher's average annual salary
figured over the final three or five years of his or her career.
. o Service credtts which generally répresent’ the number of yeare of
T, -teaching. . . .
d "o Multipiier, usually ranging from 1.5 percent to 2.5 percent,
} - ' which determines what percentage of the salary base a retiree
will receive,for eafh service credit,
, . ; LTeachers Retirement System of - Georgia, TRS F&cts Atlanta, Geoxgia,
July 1 l977, p. 4 i ‘
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2? The general unit behefit formula'is: - e
. ' . S . . ‘. i v

" salary basé x service credits x multiplier = allowance.

- . N
. 4 \

Yy o© I For example, a California teacherzﬁho retires’ after 25_ygars of service
; ot with a salary base of $15,000 would‘receive. , vl
. | . » RN ' T Ly
ev e \\ilS,OOO xQZSer) x 2% = $7,500 annual allowance.{

Retirement allowances vary. considerably, depending on how the bene-
fit formula used by a particular system relates*thgse three elements.
For example, the Illinéis formula multipller increases for each decade of
service,asodthat a teacher earns more retirement benefits in the later‘

. years of his or her caree§¢ - — .
As we stated above, early retirement results in the actuarial L‘
reduction of the retiremert income allowance to account‘for the longer'
retirement period. About half the TRSs determine early<{etirement ben-
efits based on an actuarial table. Other systems use a modified benefit
formula to calculate the reducedbenefits. Louisiaﬁg, for example,
reduces the multiplier in the ‘formula from 2.5 percent to 2. 0 percent
when figuring early retirement allowances 3 Many other systems reduce __
the normal allowance:by 6 percent for every year under the normal re-
tirement age. ' . y e
The retirement income allowance may be increased in a variety of
ways, depending upon the provisions of the specific system, First,
most systems allow teachers to "purchase' additional service credits.‘
- The majority of TRSs allow teachers to purchase credits for years of ..
out—ogrstate teaching. However, a few systems permit members to buy
credits for such activities as private school teaching, sabbatic leaves,

and certain types of child care. In order to purchase service-credits,
: ' /
T The State Teachers' Retirement System. of California, Service Re-
d=t1rement Sacramento, California, September 1977. ’

S 2Teachers Retirement System of the State of I1linois, Rettﬁement
Springfield, Illinois, 1977. o .- . ]

| 3Teachers"Retzrement System of Louzszana, Baton Rouge, Louisiana,
1978. o
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or she would have made to the sy em during those years of service. 1In
about a quarter of TRSs, a member y increase retirement 1ncome by
.making additional voluntary contribuhions during the teaching career.
Finally, 95 percent of TRSs have some form of post-ret1rement allowance
adjustments. Thése adJuStments,'which are intended to help benefits !

keep up with the rising- cost of living, may be awarded in three ways:
<

o) <Automatzc adjustments. About. 20 percent of "TRSs annually increase
allowances by a specified percentage, usually 2 to 3 percent.

o Varzable adjustments, 1In a quatrter of - the systems, adjustments
of 3 to 5 percent are awarded based on a triggering mechanism,
such as @an increase in- the Consumér Price Index,,

o -Ad hoc adjustments. The remainder of TRS adgust»allowances
. periodically, but not' regularly. Ad hoc increases tend to be
higher but less frequent than the other adjustments,

*

Néarly two~thirds of TRSs offer Social Security coverage, and in-

. .most cases all TRS benefits are .entirely supplemehtal to those received

through Social Security. In addition, most ietirement allowances are

not affected by any amount of post-retirement work or earnings as long
as the employment is not covered by the retiree's pens1on system, oo

In addition to the- retirement;income allowance, many TRSs offer
a variety of other benefits and programs, such as: |

Nl . . \, A Ve ‘ \

. 0 Survivor's benefits; . N ‘
0 - Disability benefits; ' ",
0 ~Death benefits; . -7
o Group life insurance; . , )
o Post—retirement\health insurance; and ’
o Programs of {gx-sheltered annuities. )

LY @

FUNDING AND FINANCING TEACHER RETIREMENT SYSTEMS ~

v

Retirement benefits may be regarded as long7term obligations in-
curred on behalf of the employee’. A TRS meets ‘these obligations~-by
first adopting a funding plan \\T‘h schedules monetary payments to be
made over g period of ‘time to amortize the debt. The system -then

" finances those payments by collecting contributions from the state,

, - n

s

o
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/cnrrent disbunsemént funding; in'which Ehe system contributes only

[}

the school.district, and/or the employée. The funding and financing -
of TRS benefits is a, complicated and technically complex- area. In

this séction, we will present a simplistic overview of the funding and

financing process. F3r a more complete explanation of: funding concepts

3

and facgor%, we refer the reader to Sec. IV of this Note., .

.

-~ .

@ -

Funding - . . E L, l ;
_: A TRS may adopt two.different approaches to funding its benefit
obiigation. It may choose to pay for the benefits as they become  duey

that is, after a member S retirement. If it does, the Tgs wikl.-adopt -

enough each year to cover its current benefit.'payments and adminigtra-
tive costs., Pay-as-you-go funding, as it is also known, has the
adwvantages of low start-up costs and uncompiicated administration.
However, it accumuljtes no fund .reserves for emergencies and can re-
sult in ever-increasing benefit‘coéts.

On the other-hand, a TRS may decide to pay for the benefits dur-
ing the employee's career and, therefore, accumulate a pool of funds ‘
from which the benefits will be paid. This is called actuarial reserve
fpnding. ‘?or simplicity's eake, it‘may be useful to,think of a benefit .

obligation as a mortgage on a house. In order to pay off the debt, one .

‘must first determine how large the debt is and .then determine how ‘much

must be paid each year to amortize the debt in the specified number
of years (in this case, the member's career length).<; L
All TRSs we observed used the projected cost method, which. calcu- ]
lates benefit costs ba§kd\z: the benefits members are likely- to earn - BRI
Th

s ® - .

. during their careers. ctuary uses the penefits promised by the .. L .
system, an inventory ef the number and characteristics of the member- T
ship, and a series of actuarial assumptionsifagarding—future events 7 .

\

. ) - .
{e.g., mortality rates, salary increases) ‘to predict: . .
. ) . . .

-

o The probability that an employee will qnalify-for a pension1

o The length of the retirement period over which the annuity must ' e
be paid. ‘ .

Tt

-
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7 2 X . -
. o N
" o .The dollar amount of the annuity..
D T -
. # . - o N
With these predictions, thé actuary can eStimate the present value of
" the total.obligations of the system. . ad

_Once the total obligdations are calculated, a funding method (sdch.as
the Entry Age Normal‘and Aggregate methods) is used tc systematically dis-
tribute the costs over a specified period of time.
signs a portion of the benefit debt to each year. This, annual "mortgage"

payment is called the normal cost

as a level percentage of the system s payroll and it may fluctuate from

year to year. . . B . ‘.

Theoretically, if a system continues to contribute the normal cost

each year, it will collect enough funds to pay its benéfit debt when
. ‘its members begin to retire. However, actuarial assumptions are often
difficult to estimate accurately, and the cost ¢alculations flust be conz
tinuaLly updated with changing market conditions and benefit 1mprove—
ments. If the" cost calculations ate inaccurate or the system does not
pay the full normal cost, a supplemental liability, or unfunded liabil-
ity, is created. A systenm may correct this funding shortfall by maklng-

"additfonal payments, again like a,mortgage. If it does. not finance the

liability, it may threaten the integrity and security S the TRS.
‘ S >
. - . . X

Einancing I B $ ’ /7 . . )
Once the normal cost is determined the’ system must adopt a finan—

~

cial scheme for collecting the needed contributions. It should be re-
- membered that the financial payment% may not necessarily follow the
funding plan. In fact, we found that the funds contributed to a system
tend not to coincide with the levels recommended by the funding plan.

In all but a few TRSs, employees must finance a portion of théir
retiremenb benefits by making mandatory contributions to the system.
Employee contributions are generally set by statute and average between

5 and 6 percent of ‘a teacher's salary, altheugh the contribution can

) ) range;frOm 3 to 10 percent of salary. . . "

* The employer's portion of the annual benefit cost may be paid by

The funding method as- -

The normal cost is typically expressed

" the state, the school district or, in & Eewrinstances,,by both,

The

employer s contribution may be determined:

o

~

10’

\\




o 'By statute. The amount is expressed as a consta

y . \, ahd generally ranges between 6 and 9 percent payroll.,

o }y an annual-actuarial va}uatwn )
use\tgis scheme, which results in a e@ntribution that often

/-%  fluyctuates from year to year. The€se contribution levelYs aver-
age 12 to 14 percent per ye ’

v

. B

o By special legislative

2 [ ' ~
.

\  THE ADMINISTRATION OF TEACHER RETIREMENT SYSTEMS ;

~

The administrative operation;of a TRS, like a sy;temﬂs bengfit pack-

P

age, may be unique to each system and, therefore, difficult to generalize.

1y . - - .
However, we outline below the most common administrative structure used by

. TRSs. . - - . —_— s
At the top of the administratiye\structure is the board of tnﬁstees,

which.is, in most casesf responsible for'all policy, budgetary3 and

investment decisions. The degree'of influence and cpntrol éxercised

by a board is d&fficult to ascertain but probably:ranges from dominant

Y

participatlon in system opérations to rubberstamp approval depending
- upon the system iteelf. A board of trustees generally includes five

to 14 members and may be composed of ¢ ) . . ~

- . )
'S

\ 1

o One or more state or local dfficials serving ex officio.,

© o " w0 Active or retired members of the system either elected to the
;". . Board by the system membership or appoiﬂted by a state or local
LI " official. N ¢ - ol

b ]
"o A numher of outside experts, including doctors, lawyers, bankers,
investment counselors, etd, appointed to the board by the chair-
man or a state or local official . .o

[

- o Members of%the community, also appointed to "the bodrd.

. -
» ‘ ~

> -

p . The system'dzrector directs the day—to—day operations of the System.
A TRS may a/so employ an array of consultants and technical.adv1sors,_

such as’ auditors accountants, .and actuaries. .
.,/"‘ Althou h,the administrative functiams performed by a TRS probably
B - reflect/thegbenefit package and funding plan of each 1ndiV1dual system,
several- adminlstrative functions are generally regarded as. essentlal to

’ - -~

, ~ the operation of a TRS " . . : x

3 - S

.
" * . . ) .
ERIC : ‘ o
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The znvestment of system assets.. While the board of ‘trustees = -
may have the. formai resgqnsibllity for inyestment decisions,,
this task may actually be handléd by an outsidé 1nvestmenb’
firm, an in-house investment staff- or, -in some systems by a
centralized state investment coun il - - -

Communaqqizon'and\d%sclosupe. A11 @RSs provide their members
with - a copy of the retirement system benefits and provisions
and with an annual statement ofgthe mémbers' cbntributions T
andl accrued benefits. These are prd%Tded by the staff either
automatically or upon request by the member. |

Audits and actuarial valuattons., By lawy’ETI‘TRSB\mhst be reg-
ula ly audited and, in mest systems, audité are perﬁérmed{gn— '
nually, In gddition; all TRSs by law must perform period

'actuarial valuations; however, these are conducted less frequently

than audits., Most TRSs perform complete valuations every two to

cfive years.
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I. INTRODUCTION

. M b
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[y

Government officials at-all levels have l}Si;been concerned about -

the financial practices of state and local gov ent retirement systems,

including teacher retirement systems (TRS). 1In 1916, the New York Ciﬂy
Commis ion of Pensions.cited the "lack of knowledge of, the extent of
future obligations and oblique methods of financing fund requirements
as disturbing features of the city s retirement systems.1 This, concern
was echoed by the General AccQunting Office 63 years later when it stated
that "[M]a%y State and local government pension plans are not funded on
4 sound actuarial basis becaase they are not setting aside sufficient
funds to provide for' estimated future benefits. 2 This concern may be
) Well—advised ‘'since the financial problems of teacher retirement systems
(TRS) could have widespread effects. First, the retirement security of
4 million teachers and school administrators “depends on the financial
integrity of TRS. 1In addition poor financial planning by TRS could
/’resdlt in rising pension costs putting an increasingly heavy burdenon
states, municipalities, and individual school districts. Finally, the
nation's capital markets, in which public pension funds are investors,
_ ¢ould«be disturbed .

= Such concerns have triggered considerable interest in public retire—

LIS

ment systems. Research is underway at the Rand Corporation and-at the
Urban Institute to assess “the extent and implications of .the financial
condition of retirement systems and to evaluate possible refqrm measures.
In additian, federal and state governments have éémmissioned studies

of their public retitement systems.3 _However, lay readers often find

— ) -
Commission on Pensions, City of New York, Réport on the Pension .

. Funds of the City of New York, New York, 1916.

)
2U S. General Accounting Office, Funding of State and Local Govern—
ment Pengsion- Plang: A National -ProbZem, Washington, D.C., August 30, 1979.

3For example, Report of the Illinois Public Employdes Pension Laws
Commission, 1975-1977; Legislative Research Commission, An Analysis Of - .
Retirement and Beneﬁt Plans for Kentucky State E‘mpZoyees Research Re- -
port No. 128, Frankfort, Kentucky, October 1975; U.S. House of Represen-
tatives, Committee on Education and Labor, Penston Task Force Report on
Public Employee Retirement Systems, 95th Congress, 2nd Session, March 15,
1978. .

-
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these reports difficult to follow for several reasons. First, many of-

the concepts involved in pension funding are technically complex. Also,
these,reports are often laden with jargon. A reader may be ,confronted -
with terms like "actuarial assumptions," "unfunded liability," or "nor-
mal cost." Finally, public retirement systems, including TRS, are so
diverse that” generalizations are often difficult to make. -

In order to better understand the financial problems of TﬁS, it
1s important ‘to have some familiarity with. these institutions, and, the
actuary's vocabulary: This _paper presents a description of the insti-
tutional characteristics and financial practices of TRS as well as simple -
explanations of certain technical concepts necessary to ‘grasp discus—
sions of TRS financial condition.’ This paper is intended as a compan ion
volume to R—2517 NIE The Finaneial Condition of Teacher Retirement
Systems, by Richard B. Vicbor However, since many of the concepts ‘

‘discussed in this paper are applicable to other types of public retire-

g ment systems, it may be useful as a general introduction to the struc-

" ture and financing of public retirement systems.l .

o

OUTLINE OF THE STUDY * ' . '

Section II {ntroduces tedchér retirement systems: their number, size,

and membership. Secgion III describes tbe types of benefits offered by

teacher retirement systems, outlines how benefits are calculated, and gives

¢

mportant and the most complex aspect of TRS:

examples ‘of the substantial v riation, in benefits between different systems.
s tion IV discusses the most

the funding and finaricing of re rement benefits. During this discussion,

we’provide simplified explanations of basic funding concepts and review the

actual funding and financing practices of TRS. Fipally, Sec. V describes

’

the'administ;ative structure of tepther fetirement systems.
- ‘ e — ’ f

T .
For a moré complete discussion ‘of these concepts, we recommend

“

'a ‘comprehensive technical text such as C. L. Trowbridge and C. E. Farr,
The Theory and Practice of Pension,Funding, Richard D, Irwin, Inc.,
Homewood, Illinois, 1976; and Dan M. McGill, Fundamentals of Przvate
Pensions, Richard D. Irwin, Inc., Homewood , Illinois, 1977. -
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DATA'SOURCES Qo .

The data used in this paper came from a variety of sources. 'The

. reader should remember that each data source uses different samples of

retirement systehs, .As we describe in Sec. II, there are many different
kinds of teacher retirement systems. Teacher retirement Systems may
range in coverage from general coverage plans which include allapublic
employees in their membership'to “teacher only" systems which cover '
only teachers and other prqfessional school employeeé. Further, a re-

tirement system may be statewide or it may be a 1oca1:system which in-

clydes members from a Single city. The data sources are reviewed below'fﬁ

along with a brief descfiptionhof the sample of retirement systems each
source uses. ’ . .

The bensﬁon']usk Force Report (PTF) 1is one of the most complete
surveys of all*public retirement systams.l/qu the reader will see '
throughout this’paper the' Task Force provided data-on many aspects of
TRS particularly benefits. However, most qf its data are presented
in groupings such as "state government systems " and "teacherésystems,"
o it is impossible toksegre te the datd on the State government sys- .
tems that include teachers frdm those that exclude teachers Unless
specifically stated ‘otherwise in the text, the Pension Task Force sample
included the teacher systems only, supplemented by inéormation from

the ‘TRS Reports, described below. - ‘ ‘g

The Censys Bureau (CB) sample, from the 1977 Census of Governments,2

includes all active retirement,systems. We use this for financial
(assets, benefit payments revenues by source) and membersh%§ data only,
" The National Educdtion Association (NEA) summarizes th 1975 legal

. Jrequirements generally covering benefits and adminisﬁration for 54 of

the 67 “state and local teacher retirement systems.

- N . ) N N i .
1U S. House of Representatives; Committee on Education and Labor,

Pension Task Fowce.Report on Public Employee Retirement Systems, 95th

Congress, 2nd Session, Washington, D.C., March 15, 1978..

and LocaZ Goveprnments, [Bureau of the Census Vol. 6, No. 1, Washington,
D.C., September 1978 .

3National Education Association, Teacher Retinement ggstemb“1976:

Al

2U S. Departmentj?;»Commerce Employee Retirement Systems of State

~
’

-
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As part of this seudy, we coll%qted a’ sample of ﬁéacher'rgtirement
system (TRS) reports. To do so, we relied on the ¢tooperation of the ’ .
retirement system officials. This sample, while not random, yields a.

1 |
fair representation fpf the universe df state tegcher retirement systems. _,5

We began the data gbllection in late February 1978, by sending 1etters

to the TRS directdrs who are listed in the National Education Assocaation‘
report on teach refirement systems., The letter‘fequerg¢d three types
> of'&nformation' benefit—and membership eligibility data 'annual reports
containing system financial data and actuarial valuations describing
the financial condition of the system, Several Weeks later follow-up
N letters again requesting information werqysent to the systems which
failed to respond A final request was made by telephone in May and
June of 1978, Calcs were made to those, systems that had not responded
to the two mail inquiries and to those systems not listed in the National

Education Association report and, therefore, that had not received letters,

v

/
\

Also, systems ‘that sent only benefit information were. called to request
the financial and actuarial data. No further inquiries were made except
when specific questions arose regarding individual systems. .A list of
specific reports and items included in the TRS reports is presented in
Appendix A.

- « .

lTh'e TRS sample, howewefi)does not include many 19q ystens.

¥

.
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I1. TEACHER RETIREMENT SYSTEM COVERAGE AND MEMBERSHIP

£
Ay

The Census Bureau estimates that in 1976—}7, almost 4 million
teachers and other school employees belonged to one of the 67 state or:
1ocallpublic rgff;ement systems that include teachgrs %n their member-
ship. . However, there is no typical teacher retirement system. A re-
tirement system may be open to all publié employees or membership may
be limited to schgpl employees. Some systems Testrict their ﬁembershig
to only professional teachers and administrators. A TRS may be state- '
wide or it may operate within a single ;ity or school {istrict. Finally,
teacher retirement systems range in size from ope Qr tw thousand to '
several hundred thousand members. This chapter describes the major
coverage and membership characteristics of the 67 teacher reéirement

«

systems.

COVERAGE ) X N
RetireﬁeLt systems which include teacheré are either general or )

limited in coverage: General coverage pension plans are open to teachers

asfwell 6. other school emplpyees, and' state and/or local ébvernment

embloyees. In limited coverage sysEEhs, membgrship is available only

to one or more specific classed of employees. <Although the eligibility

fequifements vary between systems, there are two types\yhich concern

'tgacgers: limited coverage systems for several catégéries of, school

. emplg§ees and limited coverage systems for teachers and professional

school pérsonnél only. Table II-1 below shows thg'disgribhtion of

' ﬁ;échgr retirement systems.based on cdverage class, jurisdiction, and

L3

their aggregate membership.

L
-

>

Membership Eligibility in ‘Genetal Coverage Systems

In the context .of this report, a "general. coverage retirement system"

ma§ébe broadly defined as ény retirement sygtem.which extends membership

-1 4" ¢

‘1U.S. Department of Commerce, Employee Retirement Systems of State
and Local Goyermments, Bureau of the Census, Vol. ﬁ{ No. 1, September
1978, Table 8.

—
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. ¢ a Table II-1
NUMBER AND MEMBERSHIP OF RETIREMENT SYSTEMS COVERING |
. - . A TEACHERS BY COVERAGE CLASS
\ . . - f/
R ) - " Number of Number ‘of Aggregate :
. Type of Coverage, State Systems Local Systems . Membership (millioms)
. General’, 15 1 2.0 (850,000 school
. . . employees)
. School employees 15 - 6 ‘ 1.5 N
,_) . Teachers.only 20 R 10 ’ 2.0
"Total L 50 17 5.5
o ) SOURCE: U.S. Department of Commerce, Employee-Retirement Systems.
of State and Local Governments, Bureau of the Census, Vol. 6, No. 1,
September 1978, Table 8. '

ae

.! to school employees as well as other élasses, but ﬁot necessarily all )
classes? of state and local government employeeg, -Many étate systems,
such as Hawaii, ' Florida, “and Colorado1 systems, gover all étate and
local empioyees.‘ In general, membership is gompulsory for' those em-

*  ployees who are eligible.

I

) General coverage systems may operate as a single integrated system
or as a consolidationzpf several individual limited-coverage systems

within a single administrative framework. The Hawaii Employee Retire-

ment System, which includes all state and 1oéa} government employées,
offers a separate benefit package for the.poiice and fire diQisions,
but maintains a single combimed retiremeué fund with the revenues from
’ the various employmerft divisions commingled. The Kansas Public Employee

System operates three gggarate retirement systems within a single ad-

\

The -Colorado system excludes Denver school employees from member-
ship. Employees' Refirement System of the State of Hawaii, Fifty-first
Annual Report, Hénolulu, Hawaii, Jung~1976; State of Florida Department
of Administration, Division of Retirement, Annual Report, Talllahassee,
b Florida, 1977; the Public Employees' Retirement Association of Colorado, >
- 1977 Statistical Supplement to<the /Argn'&al “Rgport, Denver, Colorado,
1978. : ‘ ’

'2Ransas Public Employees Retirement System, Sizteenth Annual Re-*
port; Fiscal Year 1977, Tepeka, Kansas, 1977.
. ) . % . .l A .’h . ‘. ) - \
T N - <) :

) * . ministrative framewbrk.2 Each of the three'employeg divisions (stdte




"

2
- £

) Y
employees, school employees, and the uniformed services) operate ip-
dividually with separate plan provisions benefit packages, and retire-

ment funds. We treat those general coverage systems with~separate

benefit packages and financing as limited coverage systems.

K P
~ - . P
?

Membership Eligibility in Limited~ Coverage Aystems fbr Teachers and
Selected Categories of School Employees

:

In general, groups ofs professional and nonprofessional emponees

(e.g., custodians bus’drivers, lunchroom attendants) employed by the

state -or school districg are eligible for membership in these systems. ..
" Membership is compglsory for all full-time employees in such systems

except in the Nebraska and Oklahoma School Employee sy§tems in which
membership is voluntary'for alT nonprofessional employees-l "In addi-

. tion to providing coVerage for elementary and secondary education em-

LY

ployees, nearly all school employee systems also exkend membamship to

include the faculty of statezsupported community.colleges. In some

>

"cases, college and u__niw ¥ facylties are glso eligible.2

‘
L4
-»,
N .

e } . > -

Membership Eligibility in Limited Coverage Systems for Telchers Only

Membership in tbeseksystems include at least all instrudétional

. staff, and often administrators and supervisors within the school disj'

trict, librarians, nurses, and any other 'professional" employees as .
y 'P

-‘Qell.3’ All systems described in the National Education Association
(19765 neport also extend membgrship to administrative and supervisory'
of ficials (e.g., vice principalsy state education agency officials,
etc ) and to the resident faculty d;’community colleges. Some systems”

."also include the faculty of state supported educational insYitutions.

For example, the faculties of New York State vocational schpols rands

\

- . . . »

lNational‘Education Association, Teacher Retirement Systems 1976

2The Texas and.West Virginia school systems offer community college
faculty the option of enrolling in either the state system or in TIAA~
CREF. National Education Association, Ibid :

, 3Exactly which categordes of school employees are considered \prqr

fessignal” varies between systgms. Nonprofessionals in school-’ systems .
are‘usually eligible for a. general coverage system or a separate school -
employee system. -

0\\ 4 h a I




school districts and 'an equal number are financed entirely by state-

3

reformatories are covered by the state teachers plan. Membership is.

uspally compuléory.

. V4

- ? . ‘; « © ‘:
LEVEL OF ADMINISTRATION- ( y N %
Teacher retirement systems are created by state law as either a -

statewide system including multiple employers or as a local system which

is operated and usually financed in close relation to a .single employer
tjin this case, a single schoolndistrict. Presently, there are 50 state--

$
administered and 17 locally administered retirement.systems which in—

clude tegachers. Statewide systems cover{ng multdiple jurisdictions and
several employers are all administered on the state, level. However,

they may be financed~entirely by the state or individual school districts
or some combination of state and local contrihutions. In dur sample,g

about 40, percent of statewide systems are financed entirely by the

¢
LY

ContriButions. In the remaining systems the financing is shared For
example, the districts pay 60 percent.of thes coste in the New Haﬂbshire
system {with the state paying the balance; im Rhode Is}and, the’state ‘
and Tocal governments divided the cost equally. .
+ State and local systems which operate in the samé_sfate»are‘usdally
mutually exclusive. - example the teachers in Duldth, Minneapolis, "
and St. Paul are specifically excluded from membership in the Minnesota
Teacher System and Chicago teachers may not join the IJlinois system.’
Some systems allow a choice however. Des Moines Iowa teachexs may
choose between the local teacher system or the state general coverége ‘
system. Similarly, ‘an Oregon teacher moving into the Porfland Oregon,
system may retain his membership in the Oregon Public Employeevsystem _;

And a teacher in Connecticut is eligible for membership in either the

A \

*

state teacher system or the state public employee"syste'mf.4
‘ -3

' N, _

1National Education Association, Teacher Retirement Systems, 1976.

2See Appendix for a description of “the Teacher Retinpment Systgb
(TRS) Report sample. i $

3bid. ' s e >

4All of the above provisions were in effect.as of 1975. (National
Education Association, Teacher Retiremant Systems, 1976.)_




SIZE

The size 6f teachery retirepent systems.ﬁay be described along

several diTensions: the grossnrevenues, assets; number of’members, etc. .
\: For simplicity, we describe these systems in terms of membership, which
' correlates well though not necessarily~;érfectly, with 'the other mea-

1

Y isures of size. As public employee retirement systems §0, teather systams

are- quite large vaﬁzing in'size from 1 000 "to 375 ,000 members, although
the typical system has 10,000 to 50,000 members.1 System size is gen-

erally related to coverage class or lewel of administration, but this

- ///;//\>'is not always true: lo@al systems are not necessarily the smallest ror

are statewide general coverage systems the largest. The Idaho general
coverage state public employee'system has a membership of only 47,000
members, while the New York City teacher system has an enrollment of
78,000 teachers; lacal systems range from memberships as small as 1,200

inthe-Des Meines_and Duluth systems to the large New York City‘system.

H
.
- »

e~
Accq;ding to-the standards of the Pen$ion Task Force, nearly all
teacher retirement systems are large. The Task Force classified a .
system as 'ldrge! if the membership numbered 1,000 or more.

y

2Membership data are obtained from the U.S. Department of Commerce,
Employee Retirement Systems of State and Local Govermments, Bureau of
the Census, Vol. 6, No. 1, September 1978, Table 8.

‘ . ) ‘Q'
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IIT. -TEACHER RETIREMENT SYSTEM BENEFITS

~ i . -

The diverﬂ\ty of teacher retirement systems is evident in the re—.‘
tirement benefit packages which -are offered to system members. The
range.of benefits and programirand the different general formulassby
“which systems compute retirement allowances are- virtually umique to each
system. For example, the Iowa system offers a teacher a retirement

. allowance based on his years of Iowa teaching plus additiohal death and
survivors benefits. . The New Jersey system, on the other hand, offers

a retirement ablowance based on out—of:state?as well as in-state teach—

ingrtﬁd an automatic post-retirement cost of living .ipcrease. In addi-

tion, a New Jersey teacher is eligible for disability protection, group

life insurance4 death and survivors' benefits, tax-sheltered annuities g

wf

aqg a program allowing current members 0 borrow from their retirement v
accounts., Therefore, 'in this Section wé& will not attempt to sketch- a-
typical" benefit package. Instead, we will concentrate on the most
common benefit--the retirement income allowxnce——and how the system
eligibility provisions, benefit formulas, gnd a.teacher s retiremfnt
decisions affect the retirement allowance %eceiVed We also will briefly

describq the _range of other benefits that ‘may be available to a teacher

- -

through his.retirement system.

-~
% B

T -

RETIREMENT INCOME BENEFLTS
Teacher systems offer an array of normal opttonal and’ Parly re-~

<

3

tirement benefit options 50 that an employee may choose the rftirement v

age, career length and level of benefits he " prefers. Upon retirement,
ﬁhe employee receives-either full benefits or actuarial reduced bene-'.

fits. '"Full benefits" are awarded for normal or optisnal retirements,'

redUCed benefits are reggﬁved by a retirant who elects the early retire-

ment opfion. ) . . _ i
A \

- - B
2

Eligibility .

'i:‘,,w' . .o
Retirenfent system provisions which determine when a teacher=is

eligible for retiremeﬁt and at what level of benefits are particularly
'Pn

°

S
-

e
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important to a teacher's ;areer and retirement decisions. For example, "/
" consider a teacher in Michigan who is age *55 and has taught for 28 years. ‘ -
According to the Michigan system provisions, he is now eligible for
early retirement at reduced benefits. Or if he continues teaching'for
4 . two more.years (30 years—of service), ‘he>will then qualify for opttonal
| retirement which earns him ag unreduced retirement allowance. Finally, .
he may ‘decide to téach until the noymal retirement age of 60 If)he .
does, he will receive full benefits, as in optional retirement, but‘his
allowance will be 10 percent larger since he will have’ earned three more
years of teaching credit.l Table III-1 below illustrates the annual
* retirement allowafice that the teacher would receive as a rgsult of each
of those retirement decisions. _ -

L]
o )

Table 'III-1 ~ R
POSSIBLE RETIREMENT "ALLOWANCES L

\b‘z'

At: T v Eligible for3" Annual’ Allowance of
Age 55 w/28 years-teaching Early retirement ' $4410

. ${6750 o
o + Age 60 w/3% years/teaching . Normal retirement ‘- $7425 )
i - —

i’ “ SOURCE: Department of Management and Budget Guidelines of the. ’

Mwhtgan Bublic School Employees’‘Retizement System Lansing, Michigan,
1977. )

ge 57 w/30 years teaching Optional retirement

L]

- : xf ,

\ . - —
. L . ', LY
» /’) - ..
-

These figures, based on dn average salary of $15 000 tend»to under-
" state the differences between early, optional ‘and normal retirement.
; ‘ Presumably, the allowances foﬁ\both optional and normal retirement wduld -
B be even higher since a teacher is likely to receive salary increases
during those additional years of teaching Eherefore, retifement elig-
ibility provisions not only signal ‘when a teacher qualifies for retire-

ment, but also may affect the retirement income.that he receives.
R - . . \ -

-
"

1 d '
. For a more qgmplete??xplanation of benefit computation, see The
Bene f'z,-(; Formula, p. 21. ‘ .o .

»
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s - As illustrqted in the above example, eligibility for retirement

O with full benefits is set by either age, service, or both. 1 It is most
. often determined by a ﬁxipulated combination’ of* agé and length of ser-
vice '"Normal retirement" reflects the traditional notion of a spgci-

3y
\fied "retirement age. Typlcally, 1ts age requirement is higher ‘

° than fér either Optional ox early ret1rement but normal retirement has
significantly lower accompanying service requirements, Normal retire-
ment age may vary from ages 50 to 65, with associated service require-°

. ments up to 30 years.% In our sample (TRS) 40 percent of the syst&ms TN\
-specify a normal retirement age, of 55 to 65 with 5 to 10 years service;. ’
in half of the systems, an’ employee°may retire at age 60 to 65 with as /n/’
little as ore year of service. 3. The Jowa system, with a normal retire-
ment of 65 wigh an accompanying 30—year service requirement has one.of
the highest eligibility standards,4‘wh11e Hawaii teachers mgy ret1re,
with full benefits at age 55 and only 5 years of service. > More typical

S is the Rhode Island system which offers full retirement bene{its when w
*a teacher reaches age 60 with 10 years of service. S

Two- thirds of thélsystems n the TRS sample provide for optional

retirement with full benefits.7\ Cptlonal retirement is a reward for
lengthy service rather than ‘age, as is normal. retirement. Consequently,

optional retirement is’ aVailable at earlier ages” but with higher service
.

lWe discuss ellgiblllty for early.retirement»and its reduced bene-
fits separately. ; -

Penswn Task Force, Report, 1978 Tableﬁ/ upp mented by TRS
) rngr%s - . . .
3Teacher Retiremerft "System (TRS) reports.

4Iowa Public Employees Retlrement System, Your IPERS Benefits.MDes
Moines, Idwa, 1975, .

5Employees Retirement System of the State of Hawaii F%f%y first
Annual Report, Honolulu, Hawaii, 1976

%

6Employeeg' Retirement System of the State of Rhode Island, Annual -
H@port of* the Retzrement Board, Providence, Rhode Island, June 30 A1977.

. 7The Pension Task Force found that nearly 90 percent of teacher re- .
tirement systems (nof including mixed coverage systems) had Some- form

of optional retirement. However, this figure included 10 percent which
offered optional retireément based on age alone. In our sample, we found
‘no instances ef "age only" optional retirement tequirements (Pension
_Tagk Force Heportg 1978 Table 25), ’ T
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requirements than normal retirement.‘ In Georgia, foréﬁxample normal
retirement is available at age 62 with no minimum service requirement
while a Georgia teacher ha® the opt of retiring with full benefiits
as early as age-50 if he h /}4@?30 y%of se‘rv1c:e.l A Rhode
4 ve//three retirement qéﬁ!ﬁns with full benefits:
atrage 60 with 10 years. of serviee (which is considered

Island teachey is
he may ret

no retirement) at age SS with 30 years of service, or at-any age

with 35 years of serv’ice.2 ~— et

Most systems offer early retirement poss1b11ities at lesS than
full benefits. The Pension Task Force found that 80 percent of teacher
and school employee systems offer this early retirement option3 with
eligibility based on age only, service only, or a combination of age
and service. ' A teacher in Vermont, for instance, qualifies far early
retirement. benefits at'the age of 55 regardless of years of service;
Rhode Island employees may retire with rediced benefits at any age after
comnleting'30 years of teaching b Most ‘teachers, Qéke the one in our '
illustration, qualify for early retirement only after reaching a speci-
fied age (in the casé of Michigan, age 55) and compléting minimum ser-
vice requirements (15 years of service).S In exchange for early retire-
ment, the employee must aecept a reduced retirement income allowance.
This reduction is derimed from'either aotuarial calculations or a leg%s—
lative decision (as. in the example of Louis1ana below) ahd is intended
to adjust for the longer perro&“bver which the ret1ree can expect to o
receive’ the retirement allowance. For examale,,a Texas teacher who

retires at the earliest age poss1ble, age 55 witm 20 yeargs of serv1ce,

would receive only 70 percent of the annual retirement benefit he would ~

+
L. -

lTeachers Retirement System of Georgia, TRS Fucts—-AZMémber s
Guide to the Teachers Retirement System of Georgia, Atlanta, Georgia,
1977-78, p. 4. ‘

2Emp}oyees' Retirement System of the State of Rhode Island, Annual
Report'of ‘the Retirement Board, June 30, 1977.

3pension Task Force R@port 1978 Table 25¢ ‘ .

4State Teacheys' Retirement System (information handbook), Montpelier,
Vermont, Julg 1, 1977; Employees Retirement Systemyof the State of Rhode
Island, Annual R@port of the Retirement Board, Proyidence Rhode Island,
June 30 1977. ) .

SDepartment of Management and Budget, Guidelines of the Michigan .
Public $chool Employees' Retiremeht System, Lansing, Michigan,1977. —
. . - LR
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‘Computation of Benefits

& ’

LY

‘\have received had he retired at age 60.14 This early retirement benefit

derived from a staqdard annuity table and is the actiarial equivalent
of the normal benefit. In another approach to computing early retire—
ment benefits, the Louisiana statute established a parallel formula for .
the calculation of early retirement benefits in which each year of ser-
vice earns a lower benefit ‘than it would in the normal retirement formuia.2
Most systems require retirement 4t age 65 or 70, although both -
Illinois and Gelifotnia have no mandatory retirement age.3 However, J&
it is expeeted that the mandatory retirement age will be universally _J
raised to aée 70 in compliance with the recently enacted federal'law.4

L 9 N ;. o

¢ ~
L4

There are three element®™yhich are used in the calculatlon af re-
tirement allowances: the teacher's salary base, service credits, and
a benefit formula. The benefit formula~ relates salary and service to
determine the annual dollar value of the beneflt In more than ‘a quarter
of teecher syste@s (PTF), a fourth element, accumulated voluntary con-
tributions by ﬁembers, is added to the computation.5 The annuity earned
by the voluntary contributions suppleménts the allowance computed from ‘
the benefit’ formula. . -

Before discussing in éetail the elements and methods used to de-
termine retirement allowances, it is important to recognize that the
computatiqg of benefits is particuiarly@sensitive to any changes in those
three elements. To quickly demonstrete this sensitivity, consider a -
Texas teacher retiring efter 25 years of teachinghwith an average salary
base g; $15,900. According to the Texas system benefit formula, his
allowance would be figured as a specified percentage of his salary base

e - . ]
LI -

The ABC's of Teacher Retirement System zn beas Austin, Texas,
revised versiop, August 1977. .

2Téachers Retirement System of Louisiana, Baton Rbuge, Louisiana,

September 1978, . o~ \
3National Education Association, Z@acher Retzrem@nt Systems, 1976.
“p.L. 95-256, 1977. . . ' RN
SP@nszon Task Force Report 1978, Table 18; shpplemented by the\\
TRS Repo:ts. ' o . ’ .
' ‘ ' . N
. ' i
. o
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(in this case, 2 percent) multiplied by his years of service. His

allowance would be: &

’ Pl

2% x 15,000 x 25(yrs.) = $7,500:annual allowance.
]

However, suppose his school system instituted salary increases during

his career which raised his salary base to $18,000; his allowance then

Y . \
would be: . ¢

r

2% x 18,000 x 25(yrs.) = $9,000 annual allowance.

Suppose instead that the Texas system allowed him additional service .

credits for three years of out-of-state teaching; his allowance would be:

2% x 15,000 x 28(yrs.) = $8,400 annual -allowance.

?

®

Finally, if the Texas legislature increased the percentage of the salary

base from 2 percdent to 2.5 percent, his allowance would be:

P
- >

T " '2.5% x 15,000 x 25(yrs.) = $9,375 annaal allowance.

¢

- ~

7 - .
If all three situations occurred, the teachex's retirement income could

~ L3

increase to $12,600. . : L

Salary Base. Various measures of the salarv base are used in
teacher retirement systems. In most systems covering teachers, the’
salary base is the average annual salary earned by the retlrant over
some time period near’ the end of his career. The Pension Eask Force

found that 90 percent of teacher plans used three-year to ﬁive—year

" -
]

anerages 1 i y

The annual salaries used in the salary base calculation may be

chosen from varying time periods. For example, Alabama's salary_base

is the average of the three highest annual salaries out ‘of the lagt

v .
- . ~ z

t ~

1Pension Task Fbrce ﬁépbrt;“1978, Table 37; supplemented-by the

TRS: Reports. In our sample, we ;ﬁhnd only one system that ‘used a career

averfge salary base.
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ten years of serQ}ce; West Virginia's uses the higﬁest five years'
salarjes out of the last 15 &éars, and a Minnesota teacher's salary

base is defined_as the average of any five consecutive Qgegs-during his
career.l\ However, since the final years are generally thé higheét earn-

ing years in a teacher's career, the salary base is usually constructed

from the final three to fi ’

years'.saT%ries,
The method for computing the\salaf§ base, as well as salary increases,

directly affects the siée of th retirément allowance. With rising

salaries over time, the longer the time period, the lower the salary

base will be since lower s;iaries wili be included in the averaging.

To demonstrate this point, supppse a Texas teacher and a California

teacher both retire with a final-year's:salary of $§17,000. 1If Both

teachers had received annual salary increases of gfpercent? their earn-

ings for the last five years of their careers would be:

L 4 P +

Year 1 - $13,466

Year 2 - $14,274 ’ - p
Year 3 - $15,130 . o ;/
Year 4 - $16,037- N
Year 5 - $l7,000j— last year's'sala;}\‘

, ., 8
According to their respective plan provisions, the salary base for.the

.Texas teacher would be the average of his final five year's salaries; -

‘the California teacher's salary base wouid:be the average of his final

three year's salaries.  This results in salary bases '¢f §15,167 and
816,043, respectively. Applied to ident}cél benefit fotrmulas, this

would result in retirement aliowances of:

Il
.

3

Texas teacher: 2% x 15,167 x 25(yrs.) = $7,583,50 allowance.
Califérnia teather: 27 x 16,043 x 25(yrs.) =.$8,021.50 allowance.

lTeachers"Retirement System of Alabama, Questions and Answers:
Retirement Allowances, Montgomery, Alabama, October 1977; West Virginia
Teachers Retirement System, Highlights, Charleston, West Virginia, July
1976; State of Minnesota Teachers Retirement Association, New Teacher
Retirement Information, St. Paul, Minnesota, January 1978.

2fn,reality, of course, the salary jincreases and retirement condi-

. tions for the teachers in the two states would prob differ. The

method for calculating the salary base and the 2 pe:Z t benefit formu-

»
.

4

/
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Therefore, in this demonstration with identical salary histories, re-
tirement conditions and benefit formulas, the method for calculating
the salary base alone made a $400 difference in the retirement allow-
ances received by the two teachers. _
. : Given annual salary'increases of 6 percent, a teacher"s salary '
base would be G'percent higher if averaged over a thregayear rather
than five—year period. In the case of the Texas teacher such an in-
crease in his salary base alone would increase his original allowance
to $7,950 from $7,500. _

Some teacher retirement systems allow-or require further incre-
ments or decrements in the salary base. Approximately 40 percent of
teacher plans (PTF).add unused sick leave, overtime pay or longevity
pay to the salary base.1 This.would\inflate benefits. On the other
hand, some plans impose limits on the salary base, henoe,%on benefits.

Oklahoma and Iowa impose upper limits on the salary base--$10,000 and

$20,00Q, respectively--and the hypothetical Texas teacher wouid\hw_iimited

to a maximum salary base of $25,000. ) : s

Service Credits. * The total service credits accumulated by a re-

tiree is the sut of total service in the system, creditable _prior ser-
vice,  and other allowable service credits as defined by system rules.

All plans (PTF, TRS) award one service credit for each year of full time
employment in the system' part—time service may be creditable, although
the calculation of part-time service credits varies widely among systems.
Most plans (PTF, T AEEY have a minimum annual hourly requirement which
smust be satisfied in order to earn a one-year service credit; others
give»proportional service credits for part—time teaching (e.g., three-

fourths of a year's credit for one year's part- time teaching). 3 "Prior

. las are part of the Texas and California §§stem provisions. State
Teachers' Retir&ment System of California, Service Retirement, Sacre-
mento, California, Sébtember 1977; The ABC's of Teacher Retirement . i
System in.Texas, Austin, Texas, August 1977, p. 4. .

1P@hsion Tagk Force Report, 1979, Table 36.

-

2State Teachers' Retirement System of Oklahoma, Service Requtre-
‘ment, Oklahoma City, Oklahoma, July 1, 1978; The ABC's of Teacher Re-
ttrement Systems’ in Texas, Austin, Texas, revised version August, 1977.
The Iowd system ‘limits the size of the salary. base by imposing a maximum
on the annual salaries used in the salary b:Xe calculation. Iowa Public
Employees Retirement System, Your IPERS Benefits Des Moines, Iowa, 1976.

\

,E ,Penezon Task Force Report, 1978 Table 17; supplemented by the
TRS Reports Y 1
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service''--service rendered ‘in the dist;ict prior to the initiation of
the retirement system--is commonly credited automatically and without
charge to the employee. Priof service credits are usually relevant to
benefit computation on1§ in newer systems.
Most téachers may earn éhd&tional credits for service other than

'(‘teaching in schools covered by their retirement systéms. The typéé of
additional crgdit allowed by a retirement system should be important to
a teacher since it not only could result in én increased'or decreased
retirement allowance but Eould'alqo significantly affect his career de-
cisions. Sﬁppose, for example,QEPat a teacher'wishgd to transfer to
another state. If he moved to Ohio, he would receive credit for his
§ears of teaching outside the state; if he moved to Colorado, he would
lose those years of credit. If a teacher in Georgia wished to interrupt
his careger for sabbatic study, he would receivé'credit for that period
of time; a Utah teacher would mot. Sup ose‘a teacher wished to stop
teaching for severdl years, perhaps for ternity leave. Years later

wvhen she returned to teaching, she could receive credit for those earlier
* /’

years of service if she belonged to the Tennessee systgﬁ; if she jelonged

wanted

to the Iowa system, she could not. Finally, qﬁpp&se that a perso

_to change occupations.” In Montana, service credits earned by a person

in the Public Employee's rétirement system are automaticaily credited
toiste Montana teachérs system and without cost to the employee.
More liberal service credit provisions are obviously desirable to

teachers, but are more costly to the retirement "systems which must fund

-

the increased retirement allowances thit would be earneé. Therefore,
even in systems with 1ibefal provisions, those years of extr creq;t
must be "purchased" either through the direct transfer of funds from
one system to another (e.g., between the Chicago and'the Illinois systems) o

b
or from‘additional contributions made by the teacher.2 However,.even if
. e .

lNearly two~thirds of local systems in lbur sample were established
prior to 1910. Of the three systems established after that time, only
“one did nee—automatically‘credit prior service. (National Education
Asgociation, Teacher Retivement Systems, 6.)

2"Purchasablé" service credits are allowable according to the plan
regulations. If the service (be it out-of-state teaching, military ser-
vice, sabbatilal, etc!) is purchasable, the emplgyﬁe must pay to the
system some portion of the actuarial cost of the benefits” which that
additional year of credit will earn for him. Generally, "the cost is

-

32
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the additional service credits must Ke/ourcbased, liberal provisions
aiF still advantageous to the members of a teacher retirement syetem.
Supposgv for instance, that a teacher moved from Texas to Ohio. At

age 60 with 25 years of service (and a salary base of $15,000) he would
receive an annual retirement- allowance of $6,375. However, accordlng
to the Ohio provisions he ‘may elect to purchase five additional credits
for-his' years of teaching in Texas at a cost ofapproximatelf $4,800.1

It is Lonceivable, then, that for a'$4,80011nvestment, he could increaseir
his annual retirement allowance from $6,375 to $9,000, a diffeaence of
$2,625 per year. It should also be remquered that as we'explain on .
page 35, a teacher who 1eave one retirement system for another generally
withdraws the contributions he has made to the old system. Therefore,

in many cases, the purchase of out-of-state rredit amounts to a simpie
transfer of funds from one system to another.

Most teachers may receive credit for out-of-state teaching; however,
for the reasons stated above, credit for }ears of out-of-state teaching
without cost to the member is very rare. Usually, .in order to be eligible
to purchase out-of-state credits, the teaoher must fulf111 a m1n1mum
service requirement in the system and .must contribute the actuarlal equi-
valent of- the contributions he would have made to the system during the
years .for which credit is given, 1& aboutohalf the teacher ‘and school
employee systems (PTF), the employee contributes less than the full
acruarial cost to the system; the system finances the remainder'.2 About
three-quarters of all teachers belong to a system which allows the pur-
chase of out-of-state service credits (PTF).3 However, ''purchases' are .

almost always limited to 5 to 10 years.

oo

greater than the contributions he ordinarily would have made to compen-
sate for lost inv€stment on those contributions.

lAccording to the Ohio system provisions and assuming that the
teacher earned about $12,000 per year éarlier in his career, each year
of out-of-state credit would cost approximately $960. The figure does
not include.the 6 percent compound interest that would be charged if
he Qhio teacher delayed purchasing the creditsi.until later in his career.
e State Teachers' Retirement System of Ohio, Purchastng Servtce Credit,
Colimbus, Ohio, 1976,

2Penswrz Task Forde Report, 19184 Table 47:
3Pension Task Force Repeort, 1978, Table 47; supplemented by TRS reports.

T -
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.clation, Teacher Retwement Systems, 1976, ‘p. 33.

o

-

Service credit without cost, for previous years of teaching occurs *

=

‘more frequently when transfefxing between a state retirement.system‘and .
~. v .
h

a local system operating in ithat state, 1In order to automatically,

e t

transfer service credits v{ithour‘ purchase, a reciprocal agreement must

exist between the two systems. As teachers move between the systems, g

years of service. and both employee and employer contributions are credited

.to the teacher S new account. Depending\upon the agreement, the funds

may orlmay not be actually transferred to the new system. Atcording to

the Pension Task Force, ‘most’ state retirement systems lrave reciprocal
agreements with both other instate local teacher .and state non teacher .
retirement systems. 1 While. only, about.ZO)percent of local teacher plfns
(PTF, TRS) grant credit for other instate teaching w1thout cost, these

plans are generally the largest locag systems and cover over three—quarters'
of the teagchers . in local,systems.2 For example, both the;New York City

and Chicagg teacher systems maintain reciproeal agreements with their
respective state systems, 3 This means that a New York City teacher may

move to another school system in New York state and switch to *he state o

retirement system without loss of benefit credits or accumulated inter-

*est on his contributions. If agreements do not exist between state and
L 4

©

local systems, service credits must be purchased For example, the .

state system in Missouri requires teachers to buy Kansas City and St.

Louis’ serviee credits in the same manner as out-of-state teaching cred1ts.4
The P%psion Task Force-report supplemented by our sample (TRS) in-.

dicates that service credits are generally transferable between a state

teacher system and state and local government employee systéms which

5 .
operate in the same state. For example, the Montana<teacher systbm ?

z
.

Ypension Task Force’ Report, 1978, Table 47. . i

ZPenszon Task’ Fbrce Report, 1978 Table 47; .supplemented by TRS"
_reports. , o

3New York Stat& Teachers' Retirement System, Prior Service and .o

Transfer of Credit, Albany, New York, 1977-78; National Education Asso-

4The Public School Retirement System of Missouri,. M@ssaurz Teacher

Retzrement “Jefferson Cityy Missouri, October 1975, - -
SP@nszon Task Force Report, 1978, Table 47.- . ?

L3
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rcredits any state or local government employment within the state; con-

S ) *ﬁ

» !

w»

" table service depend upon the specifics Qf plan provisions.

*giteacﬁing in pr1vate schools in or out51de Ohio 4

#Alaska, July 1977; The State Tegachers Retirement System of Ohio,

ersely, credits earned in the teacher system may be transferred fo the

x

Montana Public Employees' Retirement System.l. ) .
Almost all systems (PTF, TRS) allow employées to purchase credit

for authorized‘military leaves and sabbatig study. Other forms of credi-

From our
sample (TRS) military service is generally crédited without cost if a.
teacher is drafted or serves during a national- emergency, interrupting
his career; however, prior military service is ofte purchasable,3zxde-i

pending upon the/plan prov1s1ons Other activities may result 1n allow-

able credits Alaska automatically credits up to 15 years of work in

.the Bureau of Jndian Affairg, Ohio allows up to 5 years credit for
California offers the

wadest range of poss1ble service ‘credits. Along with military serv1ce,

& California teacher may also purchage credit for sabbatic leave, Ful-. .

bright.leave, and employment in’the Red Cross, Job Corps, university K.

teaching,.and dertain types of chilc}acare.5 !

5

The Benefit Formula. The\retirement allowance formula relatesYthe

. ' i ] -
relevant elements--usually salary base and service credits--to determine
There gre .two types
flat

the amount of the benefit a retiree’ may receive.

of retirement benefit ﬁormulas used by teacher retirement plans:
rate and unit benefit {

In a flat rate Tormula, once atxeacher quallfies for retirement,

his annual retirement benefit is calculated as a flat"percentage of his

l

Consequently, a_ teacher wo;lgmggxﬁficelve a higher R?r—

g

salary base.

‘ centage of. his salaxy” base if ge’worked eyond the mormal’ ret1rement

o o

Ve 2
lMontana Teagiers Retirgment System, Handbook of Information,
Helena, Montana, July 1, 1977. v, 1)
. 2Penszon Task Fbr@e Report Tablg.47 »supplemented by the TRS
reports. ) ) . . -
3bid.’ - . - o

Retirement System, Diiformation Handbook, Juneau,
Service

4Alaska Teacbers

Retirement, Columbus, Ohio, 1977

7 5State Teagﬁ?rs Retirement System in California Additional, Servzce
Credits, Sacramento, California, 1977. ,

s \ ~
o
I3 . a. - ’

o

N

s A e .

35

@

o

5




A
((, N : - .
y . . . .
< h ]
22 v / . .
- - - . Y ‘

- . , }
. ¢ L . 4

service requirement. In the wnit benefit method,'on thé other hand,
each year of service entitles a retireeato an increased, percentage o
salary b:se. Therefore, additiorfal years of service eafh a&ditiona
percentage increments of the base salary . , /{o
X While the flat rate formula is common for some public employe
' formulas used by teacher systems.l In fact, the Iowa system w@f
covers all state employees and teachers, was the only plan in’ ou
which used a flat percentage formula, Once an Iowa- employe )
for retirement, he receive® a benefit of approximately 4, percent of \c 5
his salary base, independent of his length of.service. X Therefore, an ..
////Iowa teacher who retires at age 65 with a salary base of $15,000 would

receive a ret1rement allowance of: _ » .
. ) . “

~\Q/ x_15,000 = $6 600 annual allowance ' p

—
o . - . . »
- el

The most common method of benefit'calculation used by teacher o A7
systems is the wnit benefit method. The unlt*benefit .method calculates'¢

the annual allowance by multiplying a stipulated percentage of the em-

ployee s salary base by the years of service credits he has accumulated o 38

~

For example, the California -plan provisions set the formula percentage
,at 2 percent 3 A California teacher who retined after 25 years 'service

" with a salary basé of $15,000, would be ent1tled to an allowance of : . -

. . : )’
"c 2% % 15,000 x 25 = $7,500 annual allowance. i

° [}
’ -
-
13

lPension Task Force Repqrt,- 1978, Table 38. ' < o

The flat percentage formula, adopted in 1976, is used for all new.
‘members. Retirement bedefits for members who joined prior tp 1976 are: .
calculated using either the flat percentage formula or the old unit bene-=

® fit formula (1.57 percent x years of service x*salary base), whicheVer )
results in the higher benefit. Iowa Public Employees Retirement " System,

Your IPERS Benefits, Des Moines, Iowa, 1975. -

< .

.
3State, Teachers Retirement System of Califor®ia,, Servtce Rettre- W
ment, Sacramento, California, September 1977. o

X9
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The wide variation in allowances provided by plans is a resﬁlt’gf/aif—

7~ ferences 4n the percentage multiplier and how it is applied to the years
of‘service ahﬁ the salary base. As we demohstrated in our Texas teacher
example- on p: 15, a'.5 percent change in,the multiplier can ‘cause a
considerable chaAge in the allgwance a retired teacher receives. With-
%n the broad category of unit benefit formulas, there are three basic

types which are used in teacher retirement allowance contributions:

]
N\

single rate, step rate, and variable rate.
The -gingle rate formula is used by most teacher plans.- In a single
rate formula, like the one used in California a flat percentage (usu- .
oaﬁly between 1.5 and 2. percent) is applied to the employee's salary '
base. This represents tbg benefit amount earned for each year of ser-

vice., To compute the totdl annual'allowahce, this amount is multipliéd'
by the number of servicé credits earned by the employee. The'moSt
important feature of a‘flac rate formula is that the percentage Ynul-
tiplier is constant for all levels of'Salaryaor service credits. A
single rare formula may or may net be integrated with Social Security,
' although nlost are|not. South Dakota is an éxample of a system that is
partially integraged with Social Security. A South Dakota retired
teacher receives either:o ‘ -
. /

1% x salary base x service credits " OR

salary base x service credits - Social Security and other
pubﬁic benefits

whichever results in_Lhe/Bigher benefit.1
. The step rate formula applies different’multipliers to differene/,//

portions of a retiree's salary base. It is erdinarily used in syétems‘l’
which are fully integrated with Social Securit&.. In this unit benefit
method, an employee receives a lower benefit for the.portion of his
salary on which his Social Security benefirs are histerically based.
Therefore, the plan provisions designate a salary base "breakpoint"
and apply a different multiplier to the salary baee abqve and below

' N e ¥

1Sec. 3~ l3 01, South Dakota Retzrement System Law, Pierre, South

Dakota, July 1977. 5
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Qhag poi'nt‘.l To illustrate, the Tehnessee. benefit using a $7 800

"breakpoint" is cgiculated as fd!lows. For a tegchet having a .$15,000°
salary base, a lower rate (1.5 percent) is applied to the\salary Below
the breakpoint,ra,higher rate (l 75 percent) is applied- to the salary
above the bre%kpoint. C )

) ¥
- lad

[1.5% x 7,800 + 1.75% x.7,200] x 25(yrs) = $6,075 annual allowance.

” * .

The variable rate formula-applies’different‘multipliers to differ-
_ent portionsﬁbf the)retirées service credits. It is widely used in
systems which have recently rev1sed either the1r~benefit formula or
serv1ce requirements and is a conVen1ent way to make prospective bene—
fit changes. In ?-variable rate formula, the multlplier changes with

) the number of service credits’ or when the service accrued For example
the Arizona formula uses a benefit multiplier of 1.5 percent for past
service credits (for service performedrprior to July 1967) and 2 perdent
- for cnrrent service credits.2 Similarly, Illinois multiplles the salary
base by 1.67 perCent for ti f1rst ‘ten years of ‘service, by 1.9° percent
Jfor the second ten years, and 2.1 percent of the third ten years, and

2. 3 percent for all years of service over 30, up to a 11mit of 38 years.3

Therefore, a retdring Il}inois teacher with 25 years of.serwice and a

2.

salary base of $15,000 would receive:

I3
.
A A

. ¢

(1 67/ x $15,000 °x 10) + Cl. 9/ x $15,00 x 10) + (2 l/ x $15,000 x 5)

$6, 930 annual -allowance. ‘ : .

0% -
______,_;;L_ . }
. 31These reakpoints are’ historically tied to the-Social Secur1ty
contributioy base. For example, as of 1975, the South Carolina system
used a $4,800 "breakpoint" (which wag the maximum taxable earnings for
Social $€curity from.1960-1965) .and Tennessee uses a $7,800 "breakpoint"
(maximum taxable earnings. from 1968- -1971). (Tennessee Cbnsolzdated
Retirement System, Nashville, Tennessee January 19773 Scuth Carolina
formula information from: National Education Association Teacher Re- -

tirement Systems, 1976, pp. 102- 103 .) ' . LI

}_A Y
q 2Arizona State Retiremeit Plan Information Booklet,: Phoeni
Arizona, July 1978. : ‘ . -

» . -

3Teachers Retirement System of the State of Illinois, Rettrement
Springfield, Illinois September 1977. ) :
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An ingieasing.multiplier such as this might be nsed to encourage teaehérs )
to remain employed .longer. On the otherhhand, Colorado'applies‘a re- '
duced multiplier for all years’og credit over 20. This might create

%ncentives for earlier retirements.

Early Retirement. ﬁlmost all teachérfretirement systems have pr07

[

visions which allow retirement’ prior to the normal or optional ret1rement |
|

" age. However, if a teacher elects to retire early, his annual ret1re—
N

ment allowance will be less than if he had remained in the system until ~

eligible for normal or optional retirement. The reduction in benefits

. } .
occurs for three different reasoms. First, he will have fewer service:

credits than he would have at normal retirement. Second, ‘he will re-

ceive beneﬁits over a longer’ time period hence his annual benefit must
be reduced to maintain "actuarial" equivalence w1th the n6/ al retire-
ment benefit. (Third, his salary base is likely tqQ be lower.

At least half of the systems in our sample (TRS)- indicated that

early retirement benefits are "actuarially reduced'" according to indiv-

<

idual teacher characteristics and other actuarial éonsiderations In

\

the remaining systems, the early retirement ailowance is computed by

.

a separate formyla or the normal allowance is reduced by a set percent- .

¢

age according to the age of the retirant or the number of service credits.,

This may or may not result in actuarial .equivalence. For example, for °

" normal retirement, California,usee a‘flat rate formula of 2 percent of

the salary base multiplied by the seryice credits. In the case.of early
retirement, the 2 percent factor is reduced'6.01 percent for every
month 'ufder the normal retirement age.l The allowance formula for a
teache:ﬁtetiring one year early would nse a multiplier of 1.88 percent .
rather than 2 percent. This formila results in a total allowance re-

"

duction of 6 percent for eyery year prior to the normal retirement age
that a teacher retires. g\\\\__

r .
The most common method of calculating the early retirement reduc-
tion is by reducfng the total allowance directly in proportion to the .

8ap between normal and actual .retirement age and service_ credits of

%\ the retiree. Nearly 60 percent of the' systems (TRS) using this method

.
.
o
. - ‘

1State Teachers Retirement System of California Servtbe ﬁattre—
ment, Sacramento, .California, September 1977.

* »
h ™
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reduce the-fukl/retigsment allowance by ‘6 percent for every year under

1
the normal retirement age or under the minimum service requirement.
, for insta:e has-a normal retirement age of 60, therefore,

retiring at ¢age 60 with a:lsalary base of $15,000 and 25.years

1.8%7 x I5Q00 x 25 = $6,750 annual allowance. .

AN - . S

&

However, if the teacher elected to retire at age 55 with 25 years of

L3

servicerat the same,salary base,@the allowance would be reduced- by 6 per—.’
N

Therefore, e early retirement allowance would be’
» . .

~
-
-

" l:BZ x 15,000 x 25 = $6,75Q dnnual normal retirement allqwance.
$6,750 4?362 (or $2,025) = $4J725 annual early retirement allowance.2
e . . T~ - . .
'"Social Security leveling" is another form of early retirement -
option‘%hich is offered by a small percentage of systems.? Its purpose
is to prqvide a retiree with a higher annual allowance during the years
before ‘he is eligible for Social Security benefits. Social Security .
“leveling is offered only to an early retiree and entitles -him to a
“higher monthly allowance during the “early years of refirement and a
reduced alloWance after the r gins to receive Sociél\Security
benefits. N v ' : ~n ’

In the system's Handbook for Members, the Virginia Retirement
System illustrated how this option works. A male teacher whoxretires
at age 62 with 30 years ‘service and a salary base of $10,000 -would
receive an annual retirement allowance 8f $4,500. However, chose
the Social Security leveling option, he would receive an—inéggase%:fy

L4 , ! .
.% “The TRS Reports.

2Maryland State Retirement System, Retzrement AZZomances, Balti-
Tore, Maryland, July 1, 1977. ™

3Inﬁéur sampY¥, the Social Secur}ﬁgq;eveling opfion was, found in
seven systems: Idaho (1976), Indiana (1977), Michigan (1977), South
Dakota (1977), TennesSee (1977), Vermont (1977), and Virginia (1975)
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allowance of $7,425 every year prior to age 65. At age Q§,Chis”allow—
ance would'be reduced to only $3,858.1 Presumably, however, the Social
Security benefits that he would begin to regeive at that age would

make up the ‘difference and therefore maintain a level income through-
out his retirement ’ : .

Allowances Earned on Additional Employee Contributions. After

the formula allowance is calculated, some systems provide that a re;
ggtiree's allowance may be increased by the addition of:ansannuity which
is earned on a member"s contributions to the system. These contribu-
‘tions may be either mandatory or voluntary. In our sample (TRS), ‘
approximately 25 percent of teacher systems allowedgmembers‘to make
voZuntary contributions of up to 10 percent of their yearly salary.
(Californ1a allbws cOntributions of up to 20 percent and Utah permits
unlimited contributions.) At ret1rement, an annuity purchased with
these contributions and the interest earned on -them are added to a
member's total allowance. A few systems increase the formula benefit
Ko by adding an annuity based on a member's ﬁaﬁdbtory contributions.’
For example, the.Indiana benefit allowance is the sum of a formula
pension provided by the system (1.17 x salary base x service credits)

~ ~ plus an annuity based upon a member's mandatory contribution of 3 per-

- —
7~ H

cent of his yearly salary 3 .
.
) Minimum and Maximum Allowances. At least half the teacher systems

‘(PTE),have provisions for a guaranteed minimum allowanee, although

" sometimes a service requirement must Be satisfied.’ Some provide flat
minimumy amounts,varying from $840 per year with 20 years credit i
Nortti Carolina to $l 200 annually in Maine with 10 years of service

Other minimums are d1rectly Telated, to length of service. Washington,

¢ ~

Virginia Supplemental Retirement System, Handbook for Members,
Richmond, Virginia, n. d > O~ 7. . . .

. - L
- 2State Teachexs Retirement System of Californja, Tax-Sheltered

Utah~State Retirement System, Hzghlzghts, Salt Lake City, Utah, July
1977 o , .

~% -

— . 3Indiana'State Teachers' Retirement Fund, Member's Handbook
Indianapolis, Indiana; November 1977. . . :

83ec. 135 5(d)+ “Retirement System for Teachers and State EMPZoyees
of North Carolina, Raleigh, North €arolina, 1973 Report of the Maine
< State Retirement System, Augusta Maine, January 1978. . \
. %
EKC“_/ - A ‘..;' ‘ y
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and Voluntary Annuzty L@poségs, Sacramento, California, September 1977;

-
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for instance, grants-a minimum ahnual allowance of $78 for each year of
- service.l" ' c e -
. . About one-third of teacher retirement plans (PTF) have provisions
-for a maximum allowance which is often set at a flat percentage of the
. - salary‘base.2 Although it can be set as low as 75 percent of an em-

ployee's salary base (as in Connecticut), Lbuisiana allows a maximum

-
©

allowance equal to the salary,base.3
Q. . . 7 / . >

. Y v -

Retirement Payment Options ' .

The retirement allowance calculations outlined above are for full
A

benefits. How those benefits are paid to the retirant depends, upon
. wﬁat guarantees accompany the payment, ~ The more liberal the guarantees,
the lower the payment,

Single Life Annuity.

All options, however, are actuar1ally equ1valent

This payment .option guarantees retirement

payments-during the Fetirant's lifetime. Therefore, this option usually

o
N

provides the highest monthly annuity possible.‘ This form of retirement .

payment is offered by all systems,and, if a retiring member has not

elected ong of the following options, his pension is automatically paid

-

as a single life annuity. ) ’

»
Annuity Certain. Like the single life annuity, this option pro-

vides payments throughout a teacher's retirement. However, it also

offers limited survivor's benefits by guaranteeing annuity payments .

1)

over a definite period of time. If a retirant chooses this option, he

- or his heneficiaries are‘guaranteed to receive annuities over a speci-
fic period of time, usually 5 to 10 years. ‘Should the retirant die
béfore the full 60 or 120 monthly payments have been made, his bene-
ficiary would receivé the remaining payments, If the retirant oUtlives

. the 5 or 10 year annuity certain" period, he continues to receive pay-

ments until his ‘death, but no’ survivor s benefits are paid. Approximately

- lTeachers ‘Retirement System of the State of Washingten, Adctuarial
Valuation as of June 30, 1976, July 1977. . .

zPenszon Tagk Force Report, 1978y Table 26. .

Teachers Retirement Board, Comnecticut State Teachers Retirement
System, Hartford, Connecticut, 1976 edition; Teachers' Retirement System
of Loutsiana, Baton Rouge Louisiana September 1978.

o

-

I
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50 percent of teacher systems (PTF) offer this type of option.l N ,
.;.' Modified Cash Return. This payment option, ensures that a member

will receive his total retirement ailbwance, either ,in the form 6f.
annuities during his 1ifet1me or in limited survivor's benefits after
his death. Under th1s option at a member'’ s death the remalnlng funds
in his retlrement account, if any, are awarded to his benefipiary in
a lump sum. In some systems a retirant‘must aceept an aetuariallylre— ' :
duced annuity if he chooses this option; otner systems routinely return
, renaining contributions without the actyarial reduction in lifetine
' annuities. The Pension Task Fgrce R@port found that 75 percent of
teacher systems offered this payment optlon.2 TaBle 111-2 below illustrates
how the modified cash return and the various survivor's benefits affect

the annual allowance received by a retired teacher.

- -

“y - LR

' Table I11-2
(e
THE EFFECT OF'SELECTED PAYMENT OPTIUNSaON A SAMPLE
ANNUAL RETIREMENT ALLOWANCE

Optiom ' Annual Allowance
Modified Cash Return (or Single Life Annuity)b . ) $6,075.00
. 100% Joint Life Annuity .. 5,382.45
50% Joint Life Annuity 5,704.43
100% Joint Life Annuity w/"Pop-up" Provision ° ° . 5,188.05°
50% Joint Life Annuit§‘n/"Pop'up” Provision T 5,595.07 R

SOURCE: Tennessee Consolidated Retirement .System, Mbmber Handbook
Nashville, Tennessee January l 1977.

- %These flgures are assuming a female teacher retires at age 60 with
® 25 years of service and a final salary base of $15,000. Her beneflciary
is a male, also aged 60.

bUnder Tennessee system provisions, the single life annuity also pro-
> vides for the return of remaining member contributions, as in a modified
cash return plan. " )

. lPension Zask_Force Report, 1978, Table 33. )
Ibid. These data do not include mixed coverage systehs.

-
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.'annuity allowed (e.g., as if it were a single life annuity).

30

+

Survivor's Benefits. A retiree may elect ‘to spread out his retire-

‘ment allowance payment over his lifetime and that of his beneficiary.

However, since this option is likely to result in greater payments than
any other option it usually also results in the greatest actudrial
reduction in the monthly benefit. _ The _most common form of survivor s
benefit is the: joint life annuity which assures the beneficiary of re-
cejving a lifetime annuity after the retirant's death. A ''full" life-
time annuity (or 100 percent joint life annuity) provioes for a survivor's
annuity equal to that received by the“retiree, and is available in al-
most all systems.1 Many systems also offer survivor's annuities equal
to some fraction of the full annuity, with higher monthly-payments.

" Four systems in the TRS sample (New York, Ohio Tennessee, and
U!ah) offer a, special "pop-up" provision in addition to the Yoint 1life
annuity survivor 8 benefits.% In general, survivor's options must be
selected prior to retirement and the beneficiary may 'not be changed. .
Therefore, if a member chooses a joint 1life annuity option and _his
beneficiary predeceases him, his monthly annuity remains the same and
his survivor s benefits are lost However, if a retiree elects a 'pop—

up provision and his beneficiary predeceases him, the survivor s

benefits are lost but his monthly annuity pop§ up'" to the maximum

o

POST-RETIREMENT - ADJUSTMENTS c , o

-+ Post-retirement allowance adjustmerits are a significant feature"\\\\\\
of a plan's benefit package since such:increases are'intended to allow
benefits to keep up with the rising cost of living. If inflation con-

tinues at its present rate, the amount and frequency of post-retirement

benefit adjustments will become increasingly important to teachers if
the adequacy of their retirement benefits is to be maintained. For

{P@nsion Task Force Report, 1978, Table 33.

<«

2New York State Teachers' Retirement System, Options, Albany, New
York, 1977-78; The State Teachers Retirement System of Ohio, Service
Retirement, Columbys, Ohio, 1977; Tennessee’ Consolidated Retirement
System, Nashville, Tennessee, January 1977; Utah State Retirement Sys-
tem, Gutdeline to Retirement, Salt Lake City, Utah,’ July 1977.

o
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example, consider a teacher who retired with an annual allowance of
$7,500 in 1970 If he received an automatic post-retirement increase‘
of 5 percent per year (the largest increase currently offered), his re-
tirement allowance would now equal $11,635. However, in real terms, the
purchasing power of that.increased allowance would have decreased by
" 39 percent due to inflation. In fact, to keep pace with inflation over
the ‘past ten years would have required a post-retirement increase of
almost 9 percent per year. Therefore, teacher retirement systems are
1ike1y to come under continuing pressure to liberalize their benefit
adjustment provisions by, in some way, coordinating the adjustments with
changes in the ConSumer‘Friee IndefJ Many systems, however, assert that
liberalized post-retirement adjustments would be difficult, if not.
presently impossible,  to fund. However, the state or local system's
ability to fund such increases can om1§ be evaluated based upon the
fiscal capacity of the‘tax base which supports it. For a more complete
discussion of, this issue, we refer the reader to Richard B. Victor, The
Fmanm.al Condition of Teacher Retirement Systems (see Preface).
Ninety-five peycent of all teachers (PTF) belong to a retir;ment
system offering gome foym of post-retirement benefit adjustment.” Post-
retirement benefit adjustments--or cost-of-1living increases—-may be
made in three forms. ad hoc adjustments, automatic adjustments by a
constant percentage, and-variable adjustments. Table Iif-3 presents
teacher retirement systems according to the tyoe of adjustment offered

in their benefit packages. B
> :yt b4

a

Ad Hoc Adjustments
-

Ad hoc'adjustments, as the name implies, are'not made on a regular
basis nor are the amounts of the ingreases set by statute. Instead, -
the increases of varying amounts are awarded at the discretion of the
retirement board or the state legislature. The Pension Task Force

estimates that most teacher systems have granted ad hoc adjustments at

-2 T .
one time or another. In general, ad hoc adjustments tend to be-larger,

L4 .
. + -
. L]

1Pension Task Force Report, Table 40;, supplemented by the TRS reports.

’/)_zIbid. This data does not include mixed coverage systems.




¢ Table II-3 .

TEACHER RETIREMENT SYSTEMS BY ¥YPE OF POST-RETIREMENT.
' BENEFIT ADJUSTMENT
(Year of Information)

o n:‘; A

Automatic Agjustment' Variable Adjustmégz' \giﬁzﬂoc or No Adjustment
Arkansds-1.5% (1977)  Alaska-4% limit (1977) Alabama (1977) °
California-2% (1977) Georgia-3% limfit (1978)  Arizona (1978)
Chicago, I11.-2% (1977) Louisiana-3% limit (1978) Des Moines, IO (1976)
Colorado-3% (1977) Maine (1977) Duluth, MY (1977)
Connecticut-3% (1976) Marylapd (1977) In&iéna Q977)
Denver, C0-2% (1976) Mississippi (1977) Towa (1975)
Hawaii-2.5% (1977) Missouri-2%-1limit (1975) Kansas (1977)
Idaho-1% + ad hoc in-  New Jersey (1975)‘ Massachusetts‘(1966)

creases (1976) " N. Carolina-(1975) Michigan (1977)

. Illinois=2% (1977)  * o< 29 limic (1978) Milwaukee, WI (1975)
oo (199sy’":  Oregon-27 limit (1978) Minneapslis, MN (1976)
Nevada-2% (1977) S. Carolina-4% limit Minnesota (1978)

(1975) . “ | Montana (1977)
Tennessee-3% (1977) | Nebraska (1975)

Utaﬁ-&% (1977) . ' New Hampshire (1975)
Vermont-5% limit’ (1977) ')New Mexico (1977)

Virginia-5% lmic (1#75) o York '(1978)
Washington-3% limit N. Dakota (1978)

(1976) :
Oklahoma (1978)
Pennsylvania:(1977)
"St. Paul, MN (1975)
Texas.(1977)
West Virginia’.(1976) -«
Wisconsin k1§75) |

-~

Rhode.Island-3% (1977)
S. Dakota-2% (1977)

>

fhan athﬁatic or variable  increases, bu;focbur less frequently.

For example, as of 1975,, the Texas législature had approved ten post-

retirement benefit adjuﬁtmen;s in the 38-year history of the system,

\
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including four adjustments since 1971. The 1975 adjustment granted
benefit increases of 5 to 18 percent.l Similarly, in 1972, Kansas
awarded all retirees under the "old *system" (those who retired prior

to 1971)" a one-time benefit increase of‘2 to 32 percent depending upon

’ >

their date - of retirement.

4
)

Autdmatic Adjustments

Automatic annual adjustments are mandated by statute and are for-

'mally a part of the benefit provisions™™ They ate'generally lower than

ad hoc adjustments but occur on a more regular basis. About iS percent
of teacher systems (PTF) provide automatic annual increases which com-

monly range from 2 to 3 percent.

Variable Adjustments g

At lkast 25 percent of state teacher systems and 15 percent of
local teagher systems (PTF) award post-retirement adjustments which
depend upon some internal or external indicator, such as the change in

the Consumer Price Index or the system' s investment earnings.4 The

'iﬁssissippi plan provisions, for example, allow a discretionary 1.5 per-

cent annual benefit increase if jus&ified by the system's investment
earnings.5 * TeacHers in Alaska receive ofte of the most generous\post:
retirement adjustments provided by teacher systems. In addition to
an automatic 10 percent increase in the retirement allowance if a re-
tiree remains ‘in the state, an Alaskan teacher may rLceive a4 penfent

-annual increase. "May" is an important word in variable increases since

" <€he increase is often awarded at the discretion of the retirement board

’

lNational Education Association, Teachers Retirement Syséems,'1967,
p. 107. . \

.

2Section 74~-4945, Kansas Public Employees Retirement Act, July 1976.

3Pension Task Force Report, 1978, Table 40.

4P’enswn Task Force Report, 1978, Table 40. This data.does not
include mixed coverage systems.,

: 5Public Employees' Retirement System of Mississippi, Service Re-
tirement, Jackson, Mississippi, May 1977.

.
1

.
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and may be granted only as the additional funds become available. ‘In
. . Y C
fact, the Alaska retirement statute states that:,

"
4 '

When thdgadministrator determines that the cost of living

has increased and that the fimancial condition of the re- @
“tirement fund permitg, he may increase all service retire—
ment and survivor's benefits salaries to reflect this cost

of living increase,l . ‘

\
o . VESTING
Vesting gives an employer's guarantee that an ‘employee will even-
tually receive a benefit based on his contributions and years of ser-

. 7 vice to that date. Once an employee's pension is vested, .he need not

work for that'employer continuously until retirement in order to re-

ceive a retirement bemefit. 1In other words, that employee has earned
an irrevocable "vested in?erest" in that retirement system.

Vesting is awarded in the overwhelming majority 6f teacher pension
systems (PTF, TRS) regardlest of size or l¢i51~of administration.2
Generally, vesting is earned after completi;Q)of a service requirement
that varies from 5 to 20 years. 1In local systems, with average service

. " M .,Qg
requirements for vesting of 10 to 15 years, benefits tend to vest later

than in state systems. Benefits in more than halfof state ‘teach‘e;l
systems (PTF, TRS) vest after 5 to 10 years.3 Two extreme exampleé
,of vesting requiremenzs are Wiscénsin,rwhich has immediate Qestiné
' :no service requirement) and New Mexico in which benéfits vest only

after a teacher qualifies for retirement. )
L " . .

Breaks in Service N

Most teacher systems (PTF) éllow as many breaks in service as
desired without loss of prior service credits, unlike almost half the
AS 14.20.280-350. - ’

ZF@nsion Task Force Report, 1978, Table 21; supplemented by the
. TRS reports., .
. L 3

1

Q.

Ibid, ¥ .- . { :
. A éfhe Wisconsin détazaqe.from Nationa Education Association,.
S Teacher Retirement Systeme, 1976, pp. 124-126; the New Mexico data are
from Educational Retirement Board, Educational Retirement Act and Retire-
ment Reciprocity Act, Santa Fe, New Mexico, July 1, 1977.. .
- » 40 .
RV
Q . . .
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months to four yeis)
‘contributions are *refunded with 4 to 5 percent accrued interest‘.3

35 To-
4

-

. police and fire systems which require continuous service until . .retire-

ment.l In addition, authorized leaves for naternity'and sabbatic study
are usually granted without constituting a break im service. However ,

when a leaves the system or stops teaching, he must decide whether

to leave his contributions on deposit or withdraw them. In order to .

qualify for a deferred benefit, a member must be vested and leave is |
contributions on deposit with the\system after termination. .Even f . J
a teacher is vested, if he chooses to withdraw his contributio%s, Per~ -
haps to purchase credits in another system, he forfeits his;rightsjs9 /
all benefits offered by the system. For example, if a Georgia teacher /

drops out of the labor force but leaves his contributions on deposit

with the system, he 1is still covered by the system disability protec-
tion and survivorship benefits.2 However, if the member is not yet /
vested, he generally must withdraw his contributions within a, specifr;d

amount of time (which ac’prding to our sample (TRS) varies from six

In 90 percént of-the plans (PTF, TRS)l

When a teacher withdraws his cont¥ibutions, he loses the s
cgedits earned to that point and any employer contributigns ma e on his
behalf. However, if he returns to the system, he may "buy back“ thosé
service credits by redepositing .the withdrawn contributions plus any
interest that might have accrued had the contributions remained in the 2

retirement account.4 In this way, buy-back provisionS<are similar -to

out-of-state credits. Approximately 90 percent of state retiremént sys-

tems covering teachers have "buy-éacic" provisions, while only 65 percent

-

1Pehsion Task Force Report, 1978, Table~24. This data.does mot ° +
include mixed coverage systems. T P g v e

This~protection continues up to four years after the teacher s
termination. "

3Pension Task Force Report, 1978, Table 20. 1In our -sample, four
systems: Colorade (1977); Minnesota (1978); Chicago; Illinois (1977); .
and Rhode Island (1977), refund contributions without interest and
Oklahoma (1978) and Missouri (1975) only refund contributions with in—
terest after at least five years of service. | 4 ‘

l’The accrued interest deposit is requirEd{regardless of whether
the contributioms were originally refunded with interest. ¢ - T &

% < *

s S e
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* back those service credits if he re-enters the system within three years \ .

of local system do (PTF) However, several of our sampled plans (TRS)
required teachers re—entefing the system to bug back the credits within

a specific time period, For example, Nebraska allows a teacher to buy

of .withdrawing his c*ntr—ibutions;-2 ‘ ¢ ) v
e - . é ’ :
_POST-RETIREMENT WORK S nlfs' N o

& Some systems 1imit thg amount of post- retirement work which a:

retired teacher may perform in order to supplement his retirement allow—

< .
ance. In general, a retirgment allowance is net affected by any amount

of WOrk or earnings outs1de of the systém. Therefore, a retired teacher
may work as much as he des1res in private schoqls* in other “private .
sector jobs, or in another area of public employment as long as it is
not covered by his pension system. °- < . ‘ o

.A

Part—Time Teaching _— & T

fa;t—timéetea%hing with%n the system is allowed by nearly all of
state and local systems cOVering teachers (TRS). 3 Although Georgia

:&

allows unlimited substiaute teaching_after retirement 4 most

limit . eithe§ the number of,days a retireefmay WOrk’or the amoun
may earn. L%arnings limits fonwsubstitdte teachipg are- typically bésyeen
$2,000 to $5*000 annﬁ%?ly A Conneqti@ﬁt teacﬂer,may earn up tq $3,600
a year in covered teachihg and in North Carolﬁna a retiree s post-

retirement earnings in teaching plﬂs his annual/annuitxﬁmay pot exceed

-

his final salary base.5 Many systems resfrict.tbachers to anxaverage “‘,;

R N e [ s
)
M “ v ~

G‘;,' e .\ . hY

Penszon Task Force Report 1978, Ta%}e 20 . .

. Webraska School E‘n_szoyees Retwemegw ysté’h% L1 oln Nebraska,
revised October 1975. . - 3

-3

3The TRS Reports. B D~~‘ N L -

-

4Teachers Reétirement System of Georgia, TRS Fucts-—Aéybmber 8
Guide to the Teachers Retzrement System of Georgda Atlan Georgia,:
1977-78, , ) ,

* l‘ .

5Teachers Retirement Board, Connecticut State,Teachers ~Rgtwemenf

1

-
i -

' System, Hartford, Connectieut, 1976’edition' Sec. 135-3(7)e; Retirement

. System for Teachers and State' Employees of North CaroZma Raleigh
North €Carolina, 1975

v

v
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\ ’ X ) . t.
of 60 to 90 days of substitute teaching. For instance, 'Vermont allows
up to 60 days of substitute teaching or regular part—-time teach1ng /
with an earnings limit of onesthird the average teacher's salary in

1 : . . .

the state. : ) 1

. . . &
In.most cases, if a retiree exceeds these limits, his retirement

allowance is.either reduced or suspended. - . -1

DISABILITY BENEFITS ‘ a
Virtually all teacher retirement plang offer some form of disabil-

ity benefit. " (The only exception in our _sample (TRS) is the Iowa state

. system. However Iowa workers are covered by the Social Security <« - - .

system disabillty protection ) Most have minimum service requirements

of up to 10 years for service-connected disability and 5 to 15 years

for nonservice-connected disability.3 Approximately half of the systems

(TRS) award ‘disabled- teachers an annual allowdnce based on a flat per-

« 4 A

centage of salary at the time of disability. For example, the basic oL
disability compensation inJColorado is 50 perce:t)of the employee's ) : :
current salary.4 The remaining systems determine aisability benefits .
by using the same, formula that is used in the computation of regular .

retirement benefits. About 75 percent of these systems figure tHe

[

disability benefits based upon service years earnéd to date, ot ’ -

thé reduction for age, as in early re'tirement.5 For" examples a‘disabled’

~ . s
. . .

lBoard of Trustees, State Teachers Retirement System Montpelier, B
Vermont, July 1; 1977. .

2Iowa Public Employees Retirement System, Your IPERS Benefits -
Des Moines, Iowa, 1975 (incluQing amendments effective July 1978).

3pension Task Force Report, 1978 Tables 27 and 28. '

4Colorado, like many other,. systems, “offers another method of dis- ////{
ability benefit calculations. A Colorado teacher may instead be awarded - /
a disability benefit equal to the regular service allowance he would
have received had he” continued service .until normal retirement age, ) )
if this .calculation results in a 1ower benefit. (Public.Employees
" Retirement Board of Coloradg, Know Your Cq}oradb Rettrement, Denver,
Colorado, Detember 1977.) . ‘ ’
>The TRS Reporfs.~" > ° o .
. 1 - A

'
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Ngvaaa'teacher with_10 yéars:éredit and a salary base of $12,000 would

’ ~

receive a life-time disability allowance of:

i

C- - 2.5% x-12,600«x.10(yrs) = $3,OOEJ.l o

. )

- .
.

in othe; system forquias,‘the years of‘sé}vice#are ingieased to the .
number the teacher would have gécumulaﬁed if he had continued service
» until.;ormal_retirement age. For example, Virginia disability bene-
fits are figured using the §tand§rd'Virginia retirement formula;

. ‘;
hewever, the service credits are substantially increased to provide a

(]

higher benefit than the service credits would otherwise have earned. *

* . Therefore, a disabled Virginia teacher under the same circuﬁstances

as the previous example would receive:

v

- 1.5% x 12,000 x 20(yrs.) = $3,600 annual allowance.-

.’ .
> 4 °

Only about 20 percs;ir;f:teacher systems (PTF) have provisions which

‘ . of fset disabiiity benefits dollar for dollar by other forms of public’
S assisgance such as Workmsg/g Compensation or Sdcial Security.4 C
‘ : ‘ ‘ o g 8 .
DEATH BENEFITS - ‘ ' _ e

B :  Although post-retirement s rvivorfs benefits are optionally avail-
abié to a member, almost all sy::;gsﬁzﬁks) provide a pre-retirement
‘. death benefit equai to®he member's accumulated conéributions,adsually
‘\ in a lump sum.5 Eligibility for €his type of death benefit generali&

. [ 4
. -

- .

l N
* . T'NRS 286.620, 1977. -

" 21n calculating disability benefits, the Virginia system either
" doubles the number cf service credits-earned to date or increases’ them
to ,the number the teacher would have earned by age 60, whichever is

o

« smaller. (Virginia Supplemental Retirement System, Handbook for Mémbers,;

Richmond, Virginia, 1976.)

- 3The~Virginia di;ability allowance including Workmen's Compensa-
tion and 50 percent of the Social Security benefits must equal at.least

-

' 66 percent of the teacher's salary base (Ibid., 1976). 4 -

*Pension Task Force Report, 1978, Table 31. This data does mot
.. - include mixed coverage systenms.

. R . ?The TRS.reports. <:f//» ’ : .

-
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requires the completion of only one year of teaching. The Pension Task

Force estimated that about 40 percent of teacher retirement plans offered

)

an additional death benefit which we found in our .sample (T§S) to be

-either 1-2 year's salary or a refund of the contributions made by the

employer on the member's_behalf.l For example; Maine offers an’addi- .
tional death Bénefit of .1-2 year's salary or a life annuity of $100-" ‘
$300 per month. 2 About 70 percent of teacher pension (PTF5 plans offer

survivor 8 benefits and 60 percent also offer benefits for children or

_other dependents should a-membEr die prior to retirement age.3

A simple prq,vé%irement death benefit, which usually consists of
the return of the member s contribution , 1is available after as little
as one 'year of service. However; sufgizor s benefits usually requ1re
either 10 to 15 years of service or the nhmber gf‘years of service re- (
quired for .vesting. The Montana system returns an employee's contri-
“butions'should he die before he 1is vested. However, once adﬁbntanai
te/yher is vested” (5 years of service) the survivor' s benefits JAincrease
to a lump—sum death benefit of $500 plus a monthly annuity equal to
the retirement credits earned to date and an additional $100 per month
for dependent children.4 In many cases, however, survivor's benefits .
for a spouse without children may only begin at age 55 or 60 i )
Dakota provides a spouse-only annuity of,40 percent of'a~mem;;é§éj2alary
payablé only after an unremarried égouse,reaches age 65. However, for
an additional 1 percent employee contribution during his career, a South )

Dakota member may purchase a spouse-only benefit which would begin

immediately‘upon hifs”death.5 . T .

6 - < ! N . 14

lThé Task Force, however, did net define.the amount of the addi— e

tional lump sum death benefit. (Pension Task Fprce Report, 1978, Table 32.)
Tt is also'difficult to tell from our sample how often each of these

forms of death benefit occurs. . ¢ -
Report of the Maine State Retwement System June 1977. s
3Again, however, Task Force Report did not indicate the amount

of the benefits nor the séXvice requirements needed to qualify. (Op. cit.)
This data is for 'teacher' systems only.

4Montana Teachers' Retirement System, Handbook of" Ihfbrmatzon,
Helena, Montana, July 197%. , .

5Connecticut also offers increased survivor's benefd with en ',
additional 1 percent contribution, (Sec. 3-12-105, South, Dakota'Retire-
ment Law, July 1977; Teachers' Retirement Board‘iCbnnectncut State

, Te_achers' Retirement System, Hartford, Connecticut, 1976 edition.)

-
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OTHER thEFITS AND PROGRAMS
T

' In addition to retirement disability and, death and Survivor s

hEnefits, a teacher retirement system may also offer to its members

ES ther benefits such as group 1ife insurance, post—retirement health
-insurance, a program for purchasing tax-sheltered annuities and proyi;
sions for borrowing back con%ributions an employee has’madé to the

] system. ,

Ea
] . . .

Group Life Insurance

Approximately, 20 perCent of the-systems in our sample (TRS) offer

- “their. members coverage in group life insurance programs.1 In sev%n of

*
those_systems, such asaHawaii, the premiums are paid entirely by the
. ’ stafe. On the other;hand,fthe St.Paul system purchases life insurance °
% in the sum of $5,000 for each teacher; the teacher may also purchase” i
. ", up.to $15,000 through payroll deductions.zf e, )
R P t—Retirement Health, Insurance . , o . .y s
’ o Similarly, 20 pe cent of the systems in our sample (TRS)jgiger :“ "
.. health insurance for/their retired members.3 About 75 percent of these N
“» oY T N \ st

gystems® provide health care to retirees as,an additional ‘Petiremeht ° .

- benefit, and at no cost to the member. In the Ohio plan, health caré, , S e
K
for a retirant. and his spouse is’ paid by ihﬁ'system, but sfmilar care . ,-, N
for'dependents must be purchased through deductions from the retirant' s g .
. : . V0 o F ‘s
. monthly allowance.A T B o e .
- . L ° T 4. ~5 o+ . -
ot L 1 = . ‘: a“ .sa ? %
o Thqse systems are C s Hawaii; Kansas, Maihe; No i Garolina°

Jerséy; St. Paul ; Minnesota Tennessee; Utah’*Virginia, and’Wash— ’
. ingtop (National Education Association, ﬂbacuer Retirement Sys%ems :

1976). -, - “} _ At Lo
- 2Both examples were cited in National’ Education»Association, Teacher : i
Rettrement Systems, 1976, bp 28‘29 139-140. Tt gm , -

3These systems are:. Alaska (19774 Hawaii (1976) Kentucky (1975),,o
Michigan (1977); St. Paul (1975); Minn€sota (1978); tho (1978); Okra- &
homa (1978), Oregon (1978); Tennessee, (1977), Utah (1977), and Vermont ~ °
(1977). (The Kentucky and¢St. Paul examples were cited in Nationmal , - g
" o Education Association, Teacher Retirement’Systems, 1976.) -

#

4The Btate Teachers:Refirement System of Ohio, Ohio Retirement © ; 5
" Systems Comprehensive Medic Empense Benef%ts, Golumbusy:Ohio, 1978. - - .

' . ¢ g
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. Tax-Sheltered Annuities . ¢

A program of tax-sheltered annuities is prqyided by about 35 per-

- cent .of teacher retirement systems’ "(PTF). 1 ‘According to‘ggny retire-

ment systems,_tax-sheltered annuitiés‘are not onky an 'additional source
of‘retirement income, they also offer a member«possible federal and \\1
state "tax*breaks' which makes the program more ‘desirablé than conven-
tional savings plans.2 Tax—sheltered annuities may be regarded more ast
a form of deferred salary than asg a savings plan since an employee s

contributions to an annuity fund'are deducted befbre taxes. Taxes on

. those salary deductions are paid only as they are paid out in benefits,

therefore reducing am employee s current tax burden. In addition,
taxes on annuity contributions and interest thereon are postponed until

retirement when an individual will probably be in a lower tax bracket.

Contributions mada to an annuities program, whic‘éare in addition
to the mandatory contributions "to tbe system, aré inve ted~by ghebpro;
gram and are then returned to the émployée at retirement in thegform
of an additional monthly annuity 3 The amount of the monthly annuity
is actuarially determined at.retirement. Since contributions are usu-
ally made in the form of voluntary deductions,4 only active employees

may participate in an annuity program. However, . previous members may

. leave.thelr contributions on deposit until retirement. The size of -

annuity contyibytions are: limited. in almost all systems. For example,
a Montana teacher inay. contribhte as little as $240 pér year, or as

much as 12.4@percent of.his gross salary.5 To illustrate how such an

’
v

~ 1Penszon Task Force Repert, 1978, Tabl\ 34. This figure does not
include mixed coverage systems. Only 17 percent of state and local
government employee systems offered tax-sheltered annudtses to their
members. : \

s 2Montana Teachers' Retirement System, Handbdok of Information,

’ Helena, Montana, July 1977; State Teachers' Retirement System of Cali-

PY

-

.fornia,. Tax-Sheltered and: Voluntary Antuity Deposits, Sacramento,
California January 1978. | o

If an employee ‘Sshould die before reaching retirement his accu-,
mulated annuity contributions are paid as a lump-sum death benefit to
_his beneficiary. ™

A
<

aThe TRS Reportss K L .

- -

5Montana Teachers" Retirement System, Handbook of Infbrmatton,
Helena Moptana July 1977¢ .

. \
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He would receive~an annual retirement allowance of $6,250. Howebe;,

'SOCIAL SECURITY
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13

annuities program can affect the annual allowance of a retired teacher,

assume that a Montana teacher retired at age 60 with 25 years credit.

if he had atqpmulated $10,000 in his annuity account, his allowance\

would be increased to $7,091 per year.

o . . S . .
Borrowing ' c o
.4¢' The Pension Task' Force estimates that only about 8 percent of ‘ .

. .teacher retirement syigems allow a member to borrow back a portion of

his contributions to the system.l For example, the New Jersey\system
allows a member to borrow up to 5 percent of his accumulated contribu-
tions 1f: (1) the member ig‘under 60 years of age; (2) the member .
has three years of service; (3) the lodn is made at the same rate of
interest earned if it were invested; and (4) the loan is repaid by .

. 2
retirement age.

»

In addition .to membership in a ;Eate or local teacher retirement
system, over two-thirds of all teachers (TRS, CB) are covered by Sécial :
Security and may receive additional or coordinated benefits at rétire—
ment.'3 In moét cases, Social Secdritf covéfage is offered statewide,
although 8ocial Security taxes are most often paid by’the school dis-
trict. As indicated in Table III.4, instead of statewide coverage, éZveral

systems offer Social Security, membership on a local option basis--

.
3

1F@nsion Task Force Rebort, 1978, Table 34. This data does not '

include mixed coverage systems. * . N

New Jersey Division of Pensiomns, Teachers' Retirement in New
Jersey, Trenton, New Jersey, July 1973. -

3In some teacher retirement systems, individual teachers may be-

long to Social Security even though coverage is not offered on a system-
wide basis. For example, despite the fact that the California teacher
system does not offer coverage, the Census Bureau indicates that two-
thirds of the California teachers belong to Social Security.. Aecording”
to California system officials, California teachers’'receive Social
Security coverage for overtime or summer session teaching (which is ,
not credited by the system) or because "their spouse is also covered by
Social Security. (U.S. Department' of Commerce, Employee Retirement
Systems of ‘State and Local Govermments, Bureau of the Census, Vol. 6,
No. 1, September 1978, Table 8; telephone conversation with California
system officials, May 3, 1979.) .

- . l‘ ) £S(j
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- Table IIL.4

. '
. AN

.

a

v

SOCIAL SECURITY COVERAGE FOR TEACHER RETIREMENT SYSTEMS

.Covered !
”
Systems . 7 : Relation to
(information Taxes Extent of _ Retirement
as of) Paid by - Coverage Allowance
Alabama (1977) state estatewide '  supplemental
- Arizona (1978) NA statewide supplemental
Arkansas (1975) local statewide coordinated
Delawage (1977) state statewide’ NA
Georgia  (1975) local local option supplemental
Hawaii (1975) local divisional supplemental
Idaho (1976) state statewide supplemental
. Indiana (1977) state -statewide coordinated
Iowa (1975) local statewide supplemental
Des Moines, IA (1975) ~  local —— supplemental
Kansas (1977) NA statewide supplemental
. Maine (1977) * local local option supplemental ’
Maryland 977) state statewide supplemental
Michigan (1977) ~ state statewide supplemental
, Detroit, MI (1978) NA ° NA NA
Minnesota (1978) state statewide coordinated
Duluth, MN (1977). local — supplemental
Mississippi (1977) local statewide §upplepental
fhhsas City, MO (1975) local gam supplemental
St. Louis, MO (1978) NA NA NA
, - Montana (1977) local local option supplemental
Nebraska™(1975) local statewide + supplemental
S Omaha, NB (1975) local —— coordinated
New Hampshire (1975) local , statewide coordinated
New Jersey (1975) ~ state ‘statewide - supplemental
’ Newxexico (1979) local local -option supplemental .
. New York.(1978) local statewide supplemental
j{ North Carolina (1975) statef/local statide supplemental
North Dakota (1975) local local option supplemental
Oklahoma (1975) local -local option supplemental
Oregon (1975) H local statewide supplemental
Portland, OR (1975) local NA
Pennsylvania (1975) state/local statewide multiple options
South Carolina (1975) state statewide coordinateds
South Dakota (1977) NAO NA éoordinated
Tennessee (1977) state statewide dinated
Knoxville, TN (1975) local divisional multiple options
- Texas (1975) ’ local local option /supplemental
Utah (1977) local statewide * supplemental
Vermont (1977) local local option supplemental
Virginia (1978) state statewide coordinated
— Washington (1975) local statewide supplemental
. West Virginia (1977) local local option supplemental
Wisconsin (1975) “local local option supplemental
. Milwaukee, WI (1975) local h supplemental
o ? . Wyoming (1978) NA~® " NA . NA

5»\, . . BN
;s
- . )
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Table III.4--(eontinued)

Not Covered .

A - k.
Alaska (1977) Fulton’Co., GA (1978) Minneapolis, MN (1978)
California (1978) Illinois (1978) St. Paul, MN (1978) °
Colorado (1978) . Chicago, IL (1978) Missouri (1975)
Denver, CO (1978) " Kentucky (1975) - Nevada (1975)
Connec%ig:t (1978) Louisiana (1978) Ohio (1978) :
Washingtoy, D.C. (1978) Massachusetts (1978) Rhode Island (1975) . -
Florida (teachers only) Boston,- MA (1978)
(1977) . ) ’ ‘ o

-

SOURCE: National Education Associatien, gkacher Retirement Systems, "
1976; U.S. Department of Comgerce, Employee-Retirement Systems of State
and Loecal Governments, Bureau of the Census, Vol. 6, No. 1, September . 3
1978, Table 8; TRS Reports.
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., school d ricts elected to.join the Social Security system.1

SR - T s

A,

-that is, individual school districts may elect to join Social Security.

Local pption coverage-generally results.in overwhelming, bnt nét neces-
sarily universal coverage. For example, all bdt one of the New Mexico

The Social Security bedefits ‘received by a.teacher are usually \
entirely additionaiﬁto the benefits provided.by a tegzher retirement .

4
system. However, as Table I7I-4 indicatés, several systems coordinate -

‘rheir benefits with those offered by Social Security. These systems

adjust their retirement benefit formulas based on the Social Security ’ -
contribgtion base.2 South Dakota was the only system in our sample 4
whieh actually offset the benefits a member received from the system

based on his Social Security benefitsr.3

-—— «' )

1A New Mexico- official recently reported that another district
was currently trying to drop its Social Security coverage (telephone
conversation, May 3, 1979). o

This coordination is illustrated in our discussion of step-rate
benefit formulas on p. 23. _

3An 1llustration of an alternate offset formula used by the South
Dakota Retirement System is provided 'in our discussion of single rate
“benefit formulas on-'p. 23." Sec. 3-12-91, South Dakota Retirement '
// System Law, Pierre, South Dakot«, July 1977 . o .
LS . . .
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IV. FUNDING AND FINANCING TEACHER RETIREMENT SYSTEMS

-
»

[4
A

S

( Retirement benefits may‘be regarded os long-term obligations in-

" curred on behalf of an employee. A teacher retirement system meets
those obligations by .the tno-step process oerunding and financing.
First, a system’adopts a funding plan. A funding plan produces a sched-
ule. of monetary paynehts‘which are made over a period of time in order
to amortize a large debt. A system then,financee those payments by
collecting contributions from various payors, In the case of TRS, ,'<

' contributions may be made by the state, the school district, and/or(
the teacher. These two activities, funding and financing, should be
considered geparate exercises since the finanoea payments may or may
not follow the funding plan. How a system determines its chosen fund-
ing path and the financial s;hpme is a complicated process involving
many factors, technical’ calculations, and individual decisions on the

part of the retirement system. s

Whether the current funding and financing practices of teacber re-
tirement systems are adequate to meét their future benefit obligations
"is a highly controversial question. In this paper, we will not attempt

to judge if the systems‘are in adequate financial condition, or even

how one might decide if they are.1 Rather, in this chapter we intro-

duce 1&% explain the concepts of retirement system funding and review

the cukfent funding and financial practices of teacher retirement systems.

¢

-~

" FUNDING CONCEPTS

To Fund or Not to Fund: Current Disbursement Funding

thdingtmay be broadly defined as an intertemporal schedule of
monetary contributions which are nade to finance the promised‘retirement'
benefits; - A retirement system may adopt either of two general approaches
to fun ing its benefit obligation: it mdy pay for the benefits as they
are eafmed by the employee or -it may pay for the bene its as ﬁhey

1For a discussion of this latter issue, see Richard B. Victor;- f?e
Pinaneial ‘Condition of Teacher Retirement Systems, ~-2517-HEY, The Kand
Corporation, forthcoming. )
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become due. If a system adopts the first approach, it will use what is

- called actuarial reserve funding. This will be discussed in detail be-
low. If a system chooses the latter approach, it will use current disburse-
ment (or pay-as-you-go) funding in which the enployer contributes only.
enough to meet current operating.expenses. .

Many arguments have been offered both for and against the use of
current disbursement funding in state and local retirement systems.\\\\\
Among other things, proponents argue that pay—as-you-go has the advan-’
tage of incurring the 1owest initial cost for a system and of eliminating *
many intricate_and costly administrative chores which accompany actuarial
reserve funding (e.g., audits, portfolio management, and actuarial val-
uations). The relative simplicity of current disbursement funding (as
opposed to reserve funding in Fig. IV-3) is illustrated in ﬁig. Iv-1
and the heart of that simplicity lies in the absence of the. intricate
coét calculations which are used in reserve fundingf1 As shown in
F%g. 1v-1, the annual retirement system cost is determined by-adding
up its total ekpenseslfor any period (e.g.,ﬂbenefit payments‘to current

%;retirees and administrative costs) ‘AThe retirement system then collects
this amount in contributions from the state, municipality, and/or,em—

ployees. These contributions flow quickly through the system to cover

~tf
these expenses. As shpwn, a minimal pensiop reserve is,9sually main-

* tained to ensure that funds will be available)for the withdrawal of
emmployee contributions or to pay currens;aenefit payments for two or
three years in?case of a fistal emergency. With that exception no
| funds are contributed to pay ror the fu re»retirement benefits of the
current employees. ~Ho§ever, adherents/ of rrent disbursement funding
assert that having large pension resgérves to protect the integrity of
future benefits is unnecessary and;, in some cases, disadvantageous to
public'systems. Public plans, tHey argue, are unlikely to terminate,
* as in the private sector. Therefore, benefits are assured by the cod—
tinuity of the plan and the power of the goverament to tax., Further—°
more, the funds for a large pension reserve might be more advantageously

used in other ways to promote the local economy.

-

L lReserve funding cost methods are illustrated in -Fig. IV-3 and are
discussed below.

N
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.municipalities and individual séhOOl districts. oo o _ “r w
v
|

‘retire,, Theoretieally,‘oosts begin to level -olUt-as the labor force

| f?“' o , 5 _ o
oo e |
Supporters of reserve f.unding, on. the ‘t.her hand ma:{ntain thai: T
large pension reserves. which are properly inv%ited lower the. ultimate ' )
cost of the system through ever*ipcqeasfng investment earnings. They .
also claim that pay-aadyou—go funding éncourages irresponsible benefit
increases by/passing on*pars of thevihereased costs to future generations e

of taxpazersr Finally, the,timé‘path of costs which results from cur-
rent disbursement funding?gpts qm increasingly heavy burden on the state

?

-Fig. IV—Z illustrates hdw this paymént burden develops. A pay—

of the system. Howéﬁe‘-:coﬂﬁs increase sharplyta: more and mo //employees

-«

stabilizes and as the number of pensioners dying equals. the number of

&t

new pensiOnefs retifing -If the ligpr force continues to grow salaries” -
rise. or benefits are improved this leveling, off is %ostponed with an- "

a

nual obligations continuing to grow. b .-
. b

s - Pay-as-lyou-gIo : - : o ’
. . ’ | ' ‘ ‘. . Cow ‘ e
! 3 fo » } - ] ’ ) e .
» ': . }‘Il ;6 ' - »‘
i - I 8 ¥ v oo? , '
5y w s
_ ] k ¢ f—yf x e ® ;
! * '*_’ et 2 L 2 v ‘. |
’ Tl 0 10- 20 30 .40 ‘50 Limit
Y ) Years
3 s ‘. : - . - s .
~- Fig. V-2 — The time path of retirement system costs under N
pay-as-you-go funding with a stable labor force 2 e
. é‘ . :.. w g !
) ) This illustfation assumes a stable labor force
' distributed. from-age 30 to 64. This.group is assumed L,
* to be replenished ,by neéw entrants €ach year, with no T .
: retired pérsons initially. Rébert Tilove, Public . ’ Yﬁﬁﬁiﬁ
. E‘mpZoyee Pengion Funds,. Columbia University Press, L&
New York, 1976, p. 146. . v PR
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. of jargona For a more technical disCussion of actuarial funding, we - -

. @ L refer th@ reader to a comprehensive text.

N
.
\.,

» ’ . ’i . ; . \4’«”)
§ S . . \ > . P - & {Q;%:
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N ' » ' . i ~ 5&‘ T
Reserve Funding . 4 . 2 2 By .
The alternative to current disbursement funding is actuarial re;€ “ . <R

_serve fundi‘x{g:;#i which a TRS systematically accumulates a pool of fundd® ™/
during an empleee s. career whichgis then Q§ed tg help pagpfor his
promised benefits after retirement. However° there is n %gingle correct
method of reserve funding. A sy8tem not only makes a decision to fund; - ‘i;l
it also chooses a funding method and a 1evel~af'funding based upon the .
size of the pension reserve it wishes to accumdlate and the desired -

time path of payments ig prefers to make. e :

The details of actuazdal calculations and the differences Between
various cost methods and reserve. funding‘methods are: technically complex
and laden with professional aptuarial jargon. ‘What follows below is a «- .
discussion of the most .common funding methods used by teacher’® retirement <

systems. This discussion'emphasizes simplicity and.minimizes the use

There are hoﬁever five terms which are central to‘any discussion
of reserve funding° the actuarial cost meﬁhqd, ‘the funding methdd, : Ve
actuarial assumptions, normal cost and the supplemental liabil(ty.

How these five elements ihterrelate to produge 3 retirement system s.

funding plan is extragrdinarily complicated . Yet this relationship-isf}

.u

.§§'

(ol

S
'd

vital to understanding the fundamentals *of reserve funding and the’ ¥,

1 ',c»
4:
e
3

. financial decisions Which”must be made by a Sysfﬁm- Fig. IV-3 presents ;waﬂlﬂ‘

E;
Y

a5

W

{\

o

L

‘a simple schematic drawing of the interrelationship of,those five fund- .
ing elements and we suggest that the reader'reﬁer to this figure often”
during the follqwing discussion. ;@ » ,“ . L ™

3 o !
oy ey
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Cost Methods f' v
R .
éﬂA system of actuarial resenve funding‘beginsvwich gn estimate of ' ‘?3".,°

the total future obligations of the retirement system' that is, the total

retirement benefits that the system will owe*itsﬁpresent membersnn In

a \) ‘: 55 . ’» - ) v
% 1See, for example, C. L. Trowbridge and C. E. Farr, The Theo;y and <L
Practice of Pension Funding, Richa#d D. Irwin, Inc., HOmewood Illinois, |, -
1976 or Dan M. McGill, Fundamentuals of vaabe Penstons, Richard D, Irwin,
Inc., Homewood, Illinois, 1975 )
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Fig. IV-3--Flow chart pof annual TRS cost c'alcualtion )
s under reserve funding . R 4
\ 3 . ‘ . : . L A
., general, there are two approaches to cost estimation: actuarial cost
ot '. estimates may be based on those benefits alreddy accrued by the employees
F or based_on the probable or projected benefits that,employees will earn
. during their career. If-a system adopts the former,'approach, it will
use an "accrued benefit" approach to funding. However, since th}s .
4 ‘ . approach is not currently used in teacher rétirement systems, we will
- ) not' deal wifh it in this chapter.~ Instead, the.reader is feferred to
a short discussion. of .the accrued benefit approach,in Appendix B. \ R
. ® . . . .
- If the retirement" system chooses the projected cost method, it
- : will finance its pension costs based on the benefits that members-are
v . : : :
likely to earn during the course of .their careers, In order to make ™ °*
\‘1 ° > ¥y ' R . )
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these cost. estimates, the’actuary must have three sets of information.,

as shown in Fig. IV-3: ‘ ~

1. The retirement benefits promised to each member based on the

- -

. : provis{ons of the system's benefit pacwage;
» 2. Characteristics of the members° e. g., age, sex, number; and

- . 3. A series of "actuarial assumptions about’ probable future-@venés

) ) (e g., the probability that an employee will continue service ﬁ;\

/}}/’ . - until retirement age or will qualify for a vested retirement , v
. [ .
benefit, t%; likely length of the retirement‘period, etc.) ‘

»

© <

3 . ~

. ) 7
. .The actuary applies these assumptions to tHe characteristics of the

> : . ?,
+  .system's memhers through a series of mathematical calculations. This

B

o procedure resuits in an estimate of the total retirement benefits that;

3

ethe +gystem will owe its present members. As shown in the second box
in'Fig Iv- 3“ the c8st of £he system benefits is then converted to its

present value——or the amount of funds presently required to fund any "a

prospective annuity. i . » : . .

- ° >

Actuarial Assumptions %@g_first two sets of information which

are needed for the cost estimates are relatively eaQy to obtain. The A .

a

employee characteristics are avai1ab1e from a census of the. membership .

. and the benefits to which\the members are entitled are outlined by 1aw. .

: However, accuraEe~actuaria1 assumptions are often dfff t to formu-

. late and therefore deserve speciaf attemtion. Some as§£§itions, suc
< as-mortality rates, may be derived from standard~tables. Other assump-
tions such as turnover rates and retirement rates, may be more syst m- ;-

. specific and, thereforei more difficult to estimate. In some cases

perience; at the other extreme,- they may reflect the actuary's or

[ system director's best guess about the future. T, e

o 1An actuary is a professional expert in pension and 1ife insurance
matters, trained in insurance probabilities, and mathematical statis- -
tical, and accounting methods. ‘

’ 2Present value assumes that the funds will be«invested and that c
v v the accumulated earnings will be added to the reserve. AR B
. . k4 L) bay » .
\)‘ ., . o () §
ERIC N " . . .
e rams _— . . . § .. . {E
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It, is perhaps one of the most\(frustrating aspects of pension fund-'

)

ing that actdarial assumptions, which are so difficult to accurately
&estimate, are at least as ‘important as the funding method and benefi‘t.

formula in determining the ultimate system costs and’ how those costs . °4

are distributed over the life of the sys&em. If the assumptions qare )

a. )
‘ " too conse]r\gative,cfuture costs will be oi:érestimated and more funds v .
N :rill be’ c’ontributed than are necess,a;:y and a greater proportion-ef the Ly .
costs 1 be fund”ed in the early years df the system.t- On the other ‘!
, hand He assumptions are too liberaly’ future costs’ will be under=
estimatéd, inSufficient funds will be contribut“e} creating actuarial,
. losses* d m more of the cost burden will be shifted td, the future gen- ‘
- © Terationd Qf taxpayers. The typical actuarial assumption_s used by an T ) ’
K actuary to gstimate tth.total system costs ‘are l‘isted,‘beslow..\‘_ ‘ e : T
. R . . PR . ‘.0 . . : , :mo N
. e .0 +Pre- ret'l.r'ement IzTo;m’;aZ'L'lzy rates predict the likel‘ihood of a. L g:'” ;7 3
P member dying before reac’hing retirement age Unless the system M «w T
- ' offers surviyvor’ s benefits, the higher the actual pre—retire— A - *
B . \’ - :.mént mortality‘irate the' fewer retirement retfrees’ expected to . ‘)‘% ’
- i:a“ ‘F}» . reCeive bengfits and the lower w:l,zl]:*be benefit cost's.“ " .
L - ot Posf—r*etwemant moptality rate® ‘estimate how lohg a. pensioner >
‘i_ 3 o “N - '.e . is likely to rive past retirement age. ',,“The lower the post- ,
., > e retirement. mortality rite, the 1oﬁger retirees» can expect to’ oo
- collecgbenefits and.the higher is tfhe’total syétem cost.» o ,, ]
_ Dz.s\abﬂ,lz.,ty fates -predict How' ‘inany members a"xe Iy to be . .
‘ ’ ) T 1,dis“a‘b1ed before reaching retirement age.~ SIf t% system offers - T,
A o disability coverage,. the higher the disability rate ' the higher .
SN " g\’ "‘s ‘ tﬁg total, cost. £ disa’bility benefitns are not: offered, lower v
5 c ' éosts will be as ociated with higher disability rates. , . . : -
‘aiw, “ .~ oH Turnover rates orecast how many employees are likely to ter- ' e
-0 s /" . minate’ before reaching retirement age or quality for a deferred e
IR e " retirement benefit. The more metbers who yithdraw from the - "’ . 2
P . ' ) R ’syatem, theo lower”the. total retirement costs since fewer members ";
' - e e
. 1Actuarial losses oc,c\ur‘ when the cost estimates fall short gf the S .
. . actugk funding requirements\ ) . ‘ .
B . T Y )J" : R r
. - . . ‘ oo . . d% S ' ’
9 .
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", - Iower benefits based on fewer sdrvice credits

. : ’x"t* - .
v s will eventually réceive a retirement allowance, or will receive

) Rettrement rates’ predict how early a pensioner is likely to

T retire Earlier retirements tend to lower costs since the re-

tirement allowances are based on a lower salary base and fewer

years of ‘service; however, early retf&ements mean longer bene- -
fit payment periods, which are associated with higher ecosts. "
o Salary increases project the eventual level of a retiree's salary
" base. Since a higher salary base*q}ll result in a higher re-~
‘tifement allowance, thé‘rate)of change.of salary will be. posi- ]
tively related to a.system's'pension cost. 3 av *
o 'If a system offers sgrvivor's benefits, an assumption concern-
ing marital stdtﬁs'and the number of dependents may also be
' - used. - -
The accuracy-of the,aetuariaI’assumptions used In-the retirement
cost calculation‘and how it affects the distribution of system costs ®
ozer time will:be discussed below. 's ’ N
SN, - . . )
Funding Methods ‘ N . . L
Dnce the present value of the retirement system s'liabilities (or
total benefit obligations) has geen-calculated (see Box 2, Fig. IV-3), ‘
a fhnding method (Box 3) is used to systematically distribute the costs
over, some time period. \\EgL normal cost (Box 4) is defined as ‘that por-
tion of the benefit costs which has been allocated to a.siasle year. -
For simplis y s sake hormal cost is much like mortgage payments on a
house. It is the gnnual payment required of the system for the amortiz-.
ing of the total cost of benefits It is typically expressed.as a level
ollar amount or level percentage of payroll, but it need not be. 4§§§gg

+|™ .As shown in Fiy. IV-3, for'total retirement costsito be distributed

by means of 'the funding method, additfonal actuarial assumptions are

4

needed for the calculations. They are: | ° ad .

. -,
. w
,

-

‘ 0. * ¢ . . . "
Rate of interest earnings predicts the.expected intBrest earn-~

ings on invested pension reserves, With ki fér interest on

[ o
~
» [ 4 1

C
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a

- * ‘ Contributions, smaller contributions need be forthcoming to
. . - fund a giuen pension in the futwure.
» 0, Growth in underlying labor force is a patrticularly important
, assumption for teacher retirement systems facing an era of

?\\ R declining enrollments. An unanticipated shrinking labor force
. ..(system membership) means higher normal costs for systems using

r aggregate funding methods as future pa?rolls.decLine.‘-Of . g

course, the reverse is true for systems- that grow faster than

anticipated 1

While there are a myriad of funding methods that*pay be used by‘
teacher retirement systems, they generally fall into two categories: o
Entry .Age Normal, which is an individual method, and the 2raditiona1
Aggregate method. ) B . *

A

:- ‘ Entry Age Normal Method. Entry Age Normal Method funding is the

most common individual projected funding method. In Entry Age Normal,
as each teacher enters the-system, total prOJected retirement benefits
are actuarially estimated and allocated as a Zevel percent of payroll
s annually contributed.over the expected 1ength of his career. The sum .
. of these individual contributions across all individuals in a given \
- 3 year“egua;s the total normal ¢ost for the .system. The Entry Age Normal
C s . method-—barring radical benefit changes--results in a level contribu-
tion time path throughout the career of the individual teacher and
- throughout the life of the system, given'a mature stable labor force -

. and a fully funded.system.2
' Aggregate Method. Aggregate funding methods, like, Entry Age. Normal,

estimate system .costs based on projected benefits. - While individual

methods calculate the normal cost, as the sum of a myriad of individual

/ benefit cost streams, aggregate methods figure the normal cost based
ofi the-total benefits in aggregate owed by the system. This distinc-t -

tion leads to differences in how the normal cost is determined. 1In

»
£ N N

1The effect of this assumption becomes clearer in our discussion

. of Aggregate funding methods.
.‘l - . QSee Fig. IV-5 for an illustration of the time path of system costs
’ i under Entry Age Normal, within our discussion of the effect of supple—'
‘ mental 1iabi1ities -
lc I
\4 " [U




- .

) .
the Traditional Aggreéate method, the total annual funding réquirement
is figured by computing total future benefits owed by the system minus
the accumulated system assets. Thé normal cost is Ealculated by dis-
tributing this remaining amount as a level annual percentage of all
future system payrolls.1 As séown in Fig. IV-4, the Aggregate method
results in very high contributions dufing the early years of the system
when there are fewer assets. Therefore, aggregate funding methods in
general build up pension reserves faster than most other methods.
However, as the system matures and assets are accumu1;Zed,'the contri-

bution level steadily decreases in a stable, fully funded system.

K
i s

I T
Aggregate

\

L

L1 { I
0 10 20 30 40 50 Limit
Years

»

Fig. IV-4--The time path of retirement system
- costs under the Traditional Aggre-
gate funding method with a stable
.labor: force.

#This illustration assuges a stable labor forc
distributed from age 30 to 64. This group is éssﬁméd
to be regﬁbnished by new entrants each year, with no
retired persons initially. Robert Tilove, ibid.,

p. 146-147. .

.

quplemental/iiabilities

the present value of its total future cost&. It then'distributes“this

¢ 1Sinc the nprmal cost is recalculated each year under Aggregate

funding, the actual level of the normal cost contribution may vary
from year to year, ' . ‘

time into yearly paymeiits (normal costs) through its




. funding method. In theory then, 1f the actuary's cost calculations
are correct and if the system's annual contributions equal the annual
normal cost, _the system will be "fully funded " However what if the
annual contributions fall short of normal‘costs or the actuary's esti--
mates are wrong ot the total obligations gf the system increase without .
a corresponding change in the normal cost?' In these cases, a supple-
mental 1liability would be created. ' g _

The supplemental 1iapility may be broadly defined as that portion
of a system's costs which has already heen accrued (under its'fundingy
method) but have not yet‘been financed b§ the system—~-that .is, the
accrued benefits less the assets of the system equal the supplemental
1iability. A supplemental liability may arise in several ways:

. ’ . ! . ', .

o If the system does not pay the full annual normal cost, the :

: ~unfunded portion creates or adds to the supplemental 1iability.
o if benefits accrue to teachers on the basis of service credits
earned before the initiation of the plan ("prior" service -
credits) supplemental liabilities are usually created '

o It may be increased through retroactive benefit improvements
> without expensive current full funding of these- improvements.
o A supplemental- 1iabi1itycmay be created or incYeased through

actuarial- losses. ~

4 ‘ '
- ‘ »
) -~

For example, giéen recent experience with'teacher salary gains,-a 3 per-
cent salary increase assumptioniis 1ikef& to significantly underestimate
the uitimate'salary base of retiring employees " therefore underesti- *
mating the funds needed to finance retirement benefits, e.g., the normal

‘cost. This shortfall of fundsé or actuarial loss, will create or

1Pension actuaries have other common expressions for this term.

» They refer to-it as the 'past service liabilities," "prior service lia-
biltty," or "unfunded accrued liability." The latter was at one time p
widely used in pensioh literature. It was %ecently discarded by some
authors who contended that the term "unfunded 1iabi1ity" was mislead-
ing since many funding methods did not intend to ever fund this defi—
ciency.

2Similarly, the supplemental liability may. be reduced through an
actuarial gain.

i
- -
¢ 4 ~

st . : -
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increase the system's supplemental‘liaHility, and -may” therefore trans-
fer some of the costs to future generations, s
ERISA requires private sector systems to amortize or pay off a
# supplemental liability within a stated time period, generally 30 to 40
years. However, no such requirements exist for public retirement systems
Teacher systems may treat a supplemental 1liability in many ways, depend-
ing upon .the fundiﬁé policy of the individual system. Some systems
choose to amortize the liability over a 20- to 40-year period, much as
waﬂperson might pay off the mortgage on a house. Others "freeze" the
.supplemental liability and make payments only sufficient to offset
actuarial losses, benefit improvements and accumulating interest on
the funding short%all. Still others ignore the supplemental liability,
implicitly watching it grow foregone interest accumulates,
The illustrations belowijz Fig. IV-5 demonstrate how the existence
and,amortization‘of a supplemental liability affects the intertemporal

distribution of system costs under Entry Age Normal funding. JIn the
-~ A

- 4
o

first illustration, the full normal cost is paid, but only interest is
paid toWard the supplemental liability. This prevents the supplemental
liability from increasing.l‘ If a system chooses to amortize the supple-
mental liability as in the second illﬁstration, it would result in high -
contribution{levels early in the life of the system, and a drastic
drop in contributions aftér the liability is paid. . '
The existence of a supplemental liability‘has'spawned a different type

of aggreéate*funding method, as well. The Frozen Initial Liability-method
.differs from the Traditional'method in its treatment ‘of the supplemental
liability._ In the Traditdional Aggregate met:;d\the supplemental liability
1s included in the total benefit costs and is therefore amortized over -
the life of the system. 1In the Frozen Liability methodf the supplemental
liability is not funded. Instead the supplemental liability 1s sub-
tracted from the total system obligations befbre the costs are distri-
buted ovet the life of the system. Thus, it is "frozen" or maintained .

at current levels.2 In general, the Frozen Initial Liabiljity method

«
LY

lA fully funded entry age normal system would also ha¥®e this time
'path of costs, although af a lower level of costs{V

Presumably, the system contributes funds to offset the accruing
interest on-the supplemental liability. ° : .

.
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Fig- IV -5 -— The time path of retirement -sysfem costs under Entry
Age Normal funding with a stableabor force, with and without
amotization of the upplemental liability 2

-

8This illustration assumes a stable 1abor force distributed from
age 30 to 64, This group is assumed to be’ replenished by new entrants
each year, with no retired persons initially. Robert Tilove, ibid.,
pp. 146-147, . . . 3

would result in a time path of costs similar to that of the Traditjonal

method, buﬁ the contributiéns would be lower overall, in a mature, .

>

stable system. . f ) , .

f . . R S
. . .

FUNDING PRACTICES OF TEAQHER RETTREMENT SYSTEMS

In this chapter we hriefly outlined the fundamentals of retirement
system funding in general and reserve funding in particular. We now
review the actual funding practices o?ﬁteacher retirement systems along
with a cursbry enamfﬂation of the actuarial assumptions used and the .
funding levels malntained by the systems. - As we stated earlier,»how-

ever, we in no way attempt to judge the adequacy of those funding'»
“ -

.

practices.
. +
~ »

.

»

Funding;Methods ﬁsed by Teacher Retirement Sy#ffems
* According to the Pension Task Force Repert, less than 10 percent

' A

of all teacher retirement systems use a current disbursement ‘or pay-,:
as—you—go funding method. Massachusetts, for example, adopted pay-as-— |,

you-go funding,in 1948, and continues to use this method. Some systems
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'maintain current disBursééZnt funding because it is difficult to quickly
switch to actuarial resérve funding. The 1978 valuation report of the
Indiana state"system recommended a four-year - phase-out of the spstem's . N\
current disbursement funding"to actuarial funding including the 40—year
amortization of the system s supplemental 1iability. If the system
adopted this new funding schedule the employer contribution required
would nearly double during the four—year_pnase in, ultimately resulting )
in an additional $50 million annually in contributions. As the Indiana I
T actuary stated, such a funding increase was "an awesome prespect. "l ‘
/’ 0f the 90 percent of TRS using actuarial reserve funding, the
S ) Entry Age Normal method is particularly popular probably due to itg’
characteristic of level individual costs. 'In the TRS sample, over
three—quarters of the systemS‘which provided actuarial information use ) ,
ggi Entry Age Normal, Almost a quarter of the systems use some form of ‘

-

aggregate funding.” | K L

¢ ’ ‘ . A
’ Al - L]

Actyarial Assumptions Used’ by Teacher Retirement Systems

.

Based on’ the TRS . sample/aideublished information it is difficult
to’generalize about the accuracy of the actuarial assumptions used by
" - teacher retirement systems, However the interest éarning assumption
demonstrates how widely’ assumptions may vary across systems. SubJect ’
to portfolio restrictions, each system invests its assets in a national.
securities market which should lead to roughly comparable rates of .
returm. However, .in our sample (rﬁs), the interest rate assumptfons
ranged from 5 percent in the Chicago system to 7.5 percent in the
Lalifornia system.2 This variation becomes significant in’light of a
rule of thumb concerning interest earnings: each-l percent _change in
the. rate 'of investment earnings had g 24 percent effect in the opposite )
B : direction on the{reguired ):ate'of'contribution.3 Therefore, an A ) i.‘
. > . . . . . A

- » 1Indiana State Teachergé Retirement Fund Annual Report, Indiana-

- polis, Indiana, 1978. -- N R .
2Public School Teachers' Pension and Reqirement Fund of Chicago, W e
Eighty-Second Annugl Report, Chicago, Illinois, 1977; State Teachers' . ‘o
s Retirement System of California Stxty—Fourth Annual Report, Sacramento, .
California, 1977. . . ‘
3

C. L. Trowbridge and C. E. Farr, The Theory and Practice of «
' Peneion Fundzng, Richard D. Irwin Inc., Homewood, Illinois, 1976, p. 79.

75 ‘
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unrealistically low interest earning assumption will significantly

overestimate the contributions required and will redistribute costs

-

to the earlier funding years. © ~

Funding Levels Maintained by»Teacher Retirement Systems
.«

Once the actuary determines the recommended normal cost in the

private sector, full normal cost 15 generally contributed to the system.
" This rarely occurs in public systems. The actual amount of funds con-,
tributed to a system is determined not solely by the actuary's recom-

mendations, but in a political process involving many actors and in-

terests. These actors may include the Governor's office, state-finance"

officials, 'the state legislature which sets benefit levels,-and legis-
lative authorizingﬂand appropriating'committees. Local government
officials who determine local budgets may also make contributions“po
the system. X . . , 1(* ) '

We know very little about how actual funding levelL are determined
within this political process; however, from our sample (TRS), we can
state that the funds contr;ibutec{ to a system tend not to coincide with
the ZeveZserécommended by the;actuary.ﬂjTable'IV—l illustrates the
recommended versus actual contributions for the systems in the TRS
samp1e for which we had adequatedfctuarial and financial information.
Although sdme systems such as Texas and Montana contribute very nearly
‘the amount Fecommended by the actuary, most systems either overcontri—
bute or the contributions fall significantly short of the required
levels. .Those systems that overcontribute tend to exceed the recom- .
mepded amount by about 17 percent. ﬁoweuer, as the table indicates, -
if a system undercontribptes, its contributions are likely to fall-
\short of—the recommended levehaky about 30 percent. For example,
Califbrnia s actual employer coptribution in 1977 was' 45 percent less
than fhe recommended level . The' teacher division of the Rhode Is-
land*retirement system also contributes subgtantially less than the
aqtualffunding requirement. According to the)state‘s statutory fi-

nancing schedule, in 1978, the state and municipalities were.required

-
-

at - \ .
1State Teachers “R“tirement System of California Siaty-fourth
Annual Report, Sacramento California, *977. ’ ' ' ¥

. -
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Tablé;yi—l

SAMPLED TRS: . RECOMMENDED EMPLOYER'CONTRIBUTION RATES

AND ACTUAL EMPLOYER CONTRIBUTIONS

~

>

(% of payroll)"

P

’

Recommended Actual
Rmployer* (%) .Employer (%) Year of
:System Contribution -Contribution — Report
Alagka : - 13.06 LS 14,18 1976-77 .
~ Arizona X 5.77 s 7.00 1975
California - 18.55% approx 10.00 1977
Denver, CO 9.97 < 8.90° 1978%x
Colorado 12.10 12.30 1976
Hawaii 13.75 14,20 ° 1976
Idaho " 10.06- - 7.30 1977 %%
Chicago, ILL . 19.90 approx 13.30 1977%% .
Indiana 14.91 7760 1977
Iowa - 3.59 | 5.25 1977
Kansas ‘ 5.30 . 7.30 \\:! 197 7%
Louisiana . 14.93 8.26 . 1977 %%
Maine g 10.29 ., - NA 5. 1977
Maryland ‘ 6.13 NA - 1976
Montana - 6.30 . 6.20 T 1977%x
New Hampshire 2.88% + NK 1975
A $335,134 for
UFL **% . . LT .
North Dakota 5.33 4.00 1976%*
Rhode Island 20.10 7.60 i 197 7%
Texas . 6.00 6.00 1977
Vermont 5.26 approx 6.00 1976
Washington 13.32 " 13,20 1976%*
Milvaukee, WI 5.1%°+ $3.6 NA . 71977
, . " million fo¥ . P .
R B UFL **% . > -

- 7
-

*. - ‘ .
If a choice of rates was. offered, the rate in thig table results
in 30-year amortization of ‘the supplemental liability.

*%, o - .
Actual contribution figures gre'from the year preceding or_ the
same yéar as the actuarial report. Employer contributions may have
.been later adjusted in accordance with the actuary's recommendations.

” ,

*kk ..
. UFL = unfunded or supplemental liability.
7 - : ) ’
4 . . :
. “
- ~ v i




tb contribute 7.6 percent of payroll. However, the actuarial val-

wuation of 1977 found that the actual norm cost to-employees was .
20.1 percent of payroll,l' If the annual cdst is not fully‘financed A
. ‘beach year, a greater burden of the pension costs will be shifted to
c. Later years in’ the form of an increased supplemental 1iability. P
d general how the contributions to a teacher retirement sygtem are de-

tesmined within the political process is & complex and important ques-

- — .
.

tion requ}ring fur ther investigation., P .

Ly R Financing Teagher Retirement Sy gem Costs ’ "

[N

v

o . -y

T Once the level of funding has been established the tosts of a
“teacher retirement system are financed by investment earningg and con-
tributions from three potential paybrs: the'spéte government, local
school districts, and.the system members.

. . ,
v~  The Apportionment oR Retirement System Cost. I‘n-mos’t tgacher re-

-

tirement systems, a portion of the system cost is financed by mandatory
member contributions. The average teacher, contributes 5 or 6- percent
of his gross annual salary to a retirement system, although contribue

. tions may range from 3.totalmost lO percent of salary. The overwhelmﬂ'
ing majority of teacher systems (TRS) determiné the annual contribution”

_ for all members as a flat-percentage of salary Systems with higher

contribution requirements tend to determine member contributions on an’
individual basis. The New Jersqy system fixes an individual s annual
contribution based on actuarial cost estimates of that individual's
projected benefits. This resultg -in contribution levels of 4.8 to .
8.4 pe&cent of salary for male tehchers and up to 9.5 percent of salary

for female teachers in New Jersey 2 . i
v e ’ /
N . 1T'ne Rhode Island funding schedule requires the state and munici-
palities to pay only agportion of the actual employer
contributions. This portion increases éach year until 1985 when t

employer will begin to fully pay ‘the annuaTnormal cost and amortiga-
tion payment. However, in the 1977 valuation, it was recommended that

‘ the system*adopt a stricter funding schedule. Employees Retiremen
System of the State of Rhode Island, Annual Report, Providence, Rhode
Island, 1977. il

2New Jersey Division of Pensions, Teachers' Retirement in New
Jersey, Trenton, New Jersey, 1973.

g




. .
Ve o
. =
# . s
LY J ’ . ¢ e
- & .
’ . &
\
'
64 s . :
4 LI - L .
o .~ i A
e

7 X s

‘There has been a recent trend in teacher’ system finaneing to elim~-
ina%e mandatory member contributions and'finance the system costs, solely ff

...,1-
through state .and local government contributions. "Non-contributory"..

financing, of course, places a g;giter financial btrden on state and
local,governments than do_ financing sqhemes which include member con-
tributions. It also results in the highest employer contribution levels
of all teacher retirement * systems. The New Yoxk State teacher System
switched to non—contributory finaneing in' 1968 ‘and, since l975 both

- Michigan and Florida“establishe& non-contributory systems The con- » ,,;‘5,.\

tribution rate”in 1977 for the "Wew York system was.nearly 20 percent
versus about 8 percent for the average system.l However, the Florida

noncontributory system contributed only 9 percent of salary for each

employee in 1977.2 - ’ BRI LN

"

Employer contrgbutions to a retirement system are paid by the

‘e

. school district, the stage (either from®the state general fund or . &
special appropriations) or, in sbme cases, the burden is shared by both
the state-and th% school districts. .®f the state systems in the TRS
sample, an equal number (about 40 percent) were financed either by’ the

- school districts or by the state. The remaining 20 percqg; of" state é\\,

. systems (TRS) divided the cost betwéen the two sources, although not wr Y
always equally., The Rhode Island system, for:example, splitssthe cost

burden evenly between the state and municipalities.3 However, in the. ﬁ:

- New Hampshire plang the school districts are responsible for 60 percent ’
of the contribution while the state pays the rest.b Over halﬁ\the

-

-~

*

lNew York State Teachers' Retirement System, Adninistrative BuZZa—
tin to Chief Schoo dmmnzstrators and Presidents of State University
Colleges and Community Colleges Rggarding Employer Rate of Contribution
to the Retirement System for the, SchooZ Year,K1977-78, Administrative .
Bulletin No. 7-5, July 29, 1977, o

2This contribution was increased to 9.2 percent in 1978, ‘State of
Florida Departmedt of Administration Annual Report, Division of Retire-
ment, Tallahassee, Florida, 1977, i . .,

@

hd v

* 3National Education Associati

1@hcher Retirement Systems, 1976:
“1p1a ' ’ .
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local teacher systems (NEA). are financed by the school district and
anloyees alonge; the remainder receive funds from both the state and

the lacal: governments.

The level of the _employer contributions may be fixed by statute,

) deteﬁmined annually by the state legislatute through special appropria-

tions, oT set by an actuary thmough an annual calculation of the finan-
cial needs .of the system .Innearly 40 percent of the systems, in the ’
TRS sample,, the level of the employer contribution is determined by
statute and is' collected as a flat percentage of payrolI"FFlat percent~
agewrates may be -as low as 4 percent of payroll as in Minnesota, but

usually range between 6 to 9 percent of payroll, 2¢ For example, the

South Dakota school districts, mandated by statute, contribute 8 percent

2
of payroll to the retirement system.3 An equal number of systems in

the JIRS sample determined employer contributions actuarially, based on

annual valuations. The National Education Associaticxl report found:*
P

that many local systems actuarially determine the em ’oyer contribution.

A typical example is the Colorado system which contributed 12.10 percent

of payroll in .1977'.5 Not surprisingly, actuarially determinedgntri-

butions, with average levels of 12 to 14 percent ¢f payroll, tend to

be higher than.levels which are set by statute. This difference in

codtribution‘.evels may'suggest that statutorally set contributions

-

may lag'actual.changesAand increases in retirement system costs.

°»

Ld

'legislative appropriations.

: In,.the remaining lU percdent of the TRS sampled systems,

-contribution is provided and in some cases,

determined ‘by special

the employer

~

The level of contributions required in .

Systems which dre

these systems may be determined in several ways.

. * hd i “ .
: ’ - T
. S L UyS., Department of Commerce E'mployee ‘Res ent Systems of State
% . and Ldcal Gopermments, Bureau of the Cersus,. 6 No. 1 September
T 1978, Table' 8.

~ % 2Teachers Retirement System of’ébe State of MinnesotaI Fbrty swmth
- - Annual Report of the Board of Trustees, St. Paul, _Minnesota,, 1977.

- ,South Dakota Re%weme’nt System Lay% July #,1,, 1977. ‘

o [
'

o e 5The Public Employe

~Report Denver Colorado anuary 1978. . .
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dependent_upon state appropriations often determine*the level, of re—\i)a>/”/”——~

quired financing based on non-actuarial methods. For example current
disbursement ‘funding methods determine the employer contributions based

on annual expenses. Some systems "match" the employer contribution inai .
some way to the annual member contribution These usuaLly rely upon
legislative appropxiations. )ﬁﬁ)everT several systems receive 1egisla—

tive appropriatfons along with the regular contributions from the loqal

school districts. 1In 1977, the Illinois State systen received a totdl

of $157 million from three separate appro?riations in addition to the .

10.5 percent payroll contribgtion received'frombthe local districts.1 .

lTeachers Retirement System of the State of Illinois, 1977 Annual ’
Report, Springfield, Illinois, l977 p. 7. :
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’ V. THE ADMINISTRATION OF TEACHER' RETIREMENT SYSTEMS . s . )

—~ . - . N
' . . # M v

L2 N

° ‘ . . . R . \. , \,,' e
A ' I &
The administrative structure, and operation of teacher retirement

<

[Xs3

systems may be the most: difficult aspect to outline from published S

° information, ard may Best be studied using case study method.= While
}ﬂ?rom published data we are not ab e to generalize about retiremenf

system operations we do illustratg the most common administrative ’

o e - . NV
“€op

gestlissues surgounding- retirement system administration which need

3

further ‘study, ' - ﬂ ' ' .,

' structures and Eiictices in use by teacher netirement systems and sig- °

One igsue which deserves fhrther research is the .relatienship- ‘be- '

¢ . tween the system administration and the various governmental agencies
Ny . g'- andointerest groups which may influence benefit'funding‘and financing

. decisions. Qhe intergovernmental:relationships extend far beyond the P

simple interaction by ween a state government and a state system or a =7

- g,.l local system and a school district or municipality A state; system . .

az' - may also deal with the state legislative authorizing committees that -4

. . e set benefit levels, appropriation committees_ﬁbich(appropriate fundd’.

A - for the system, state finance committees ﬁhfﬁh oversee the system s Lf
financial condition, local‘bchool distr;tts which contribute to the

. . system.and state teacbsrs' ongénizations fon both active and retired )
empl&yegs. ‘ngal systems mUSt in;erface with‘e ‘similar dist’ of inter— -

i;° N _ested parties “In the case of’lacar systems however, the list may. be ¥

- compligated by a - division between the’ state: 1egislature which sets

. beneftt;levels and the 1ocal government whieh is required,to finance

thosé benefits.? _The precise nature of tbese relationships is unclear. P

Becauag—of ghe importance ofnthe decisionmaking process to ultima‘e , .)
fiscal“responsibil these intergovernmehtal relationships sBould be

. s ‘ 2>~ ” .
ihvestigated. . : R
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ADMINISTRATIVE s’mucrum oo T . : T |
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. 'Depending“upon‘the size and the. complexﬁty of the system, the ad—
= £ Do
. ministrative guidance for a iarge teacher retirément system indludes S 1
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} government off1c1als, profess1onal administratgrs, private citizens,,

techn1cal and financial advisors, ‘and members 3—'the retlrement ‘system
itself‘\ For examp - the administrative structure of. the Virginia
oo ! Supplemental Retlrement &ystem includes-a nine—person board of
: trustees (four state off1c1als, three members he general public,
E ' *and " tho retirement_systenl;mnbers), a system director a three-person ' ,

% .
. ,medical board, consulting actuariesk six f1nancial and investment ad-

. 9 ) '

o S visqrs, and- legal counsel . \ i *
o Fig. 1 below 1llustrates administrative structure for most teacher . - . .
~ : . rétirementtsystems. The typical system's adm1n1§trat10n is headed by
o y yp y

. /a,hgard of trustees or resirement board which is vested with ultimate
. decislonmaking authority .. The system director is app01nted by the
R boafd to carry Qut 1ts pol?cles and decisions and to act as the system's

: ) operational adm1n1strator. Consequently, the staff is hired by and

A

4 ' responsible to the director: Outside financial advisors and consultants
4

' ¥ “ such as' aud1tors and actuaries are formally responsible to the board

- . * ‘ .
. C of trustees. However, in some systems, the director may have more in-
M . :,

)
teraetion W1th consultants and. theréfpre may exert more 1nfluence than
. ‘ " ®» individual trustees. The lindl of‘authorlty and the 1nteract10n between
these adm1nistrat1Ve leVels are functlons of intefnal p011c1es the

allocationeof responsibilities w1th1n an individual system, and indiv-
‘ o 1dua1 personalltles and styles. - w T . .
N > . e. ". T °
.t, .. N . , '.'«:, . Lo , I:
4 Board of Trustees ; 1.

o

. ,."/, . In most Qeacher r%tirement systems, the responsibility for pciicy,
. ' ‘budgetary ¥ and dnvestment decisiodg is legally vested in&?vb@ard of
s . - trustees. " The Virginia system 'bodrd includesﬁnine membegp although

boards may range in size from five to fourteen members. The larger , -

e - 4 ¥ P ¢ e

- ) boards'are generally found in (1) genergk,coverage systems whichymust

. - il

o represent a number oﬁ’occupational groups, and (2) systems which dele—
- L .gate greater Opeiational responsibility (e g.5 investment decisionmaking)

to the boards.‘ Thé Oklahoma board -of truStees, for' example, has full
. 7 ’ . s N f
’ <3 . -

v
- -

[
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l\lirginia Supplemental Retirement System, 1977. Annual Report
Richmond _Virginia, October- 1977 . )
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Fig. 1--General administrative structure’ of
teacher retirenfent systems
A :

- - * \
investment authority and therefore augments its five member board with

o ® .,
-

four.additional outside financial advisors.1 o ‘ *

® Althdugh the exact composition of the board of trustees varies

considerably from system to system, board members are normally drawn ’

/s
the employer (i.e., state or local officials),

"

.the active and retired employees and, in most

from three groups°
systems the public mem-

bers. ﬂhny observers believe that, the degree of influence og?t the
. membership can exert oyer syétem.management may depend ®n the' number

of teachers and other employees included 1n the board of trustees.

While nearly all boards (NEA) include at least one member- trustee,_

/’- in most statefsystems, employee representatjives number less than half
of the board members.
by the system membershiP/bht are instead appointed by’ the governor

. For eXamHle, three of the five members of the Oregon Public Employee
Board of Trustees are emp;dees, however, thase members were 4ppointed
by the governor - rather than elected by the membership Retirement

system members appear td have- greater board repre§entation in,local .
plans.

, employees:number a least half of the board membership and are elected

§j two~thirds’ of the Chicago TeachEr

to their position For instance

. . - -~ . 7
Ay ". N . . . 3
' ..

1Teachers Retirement System of Ok
Oklahoma City, Oklzhoma - August 1978,

2National Education Association, Teacher~Ret¢rement Syst@ms,
1976. ) N P - o

.

s o

In addition, most member trusfees are not elected

-

In approximately 75° percent of local boards, teachers and other

oma; ﬁules and Proéedures, B

‘e

-,
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. System trustees are elected from the membershig‘and in theoPortland, .
Oregon Retiremén%.Board all seven boa‘d members are employees., . '
As the influence, of teacher organizations grovs, control of the
board?of trustees by either the employer (i.e., government off1c1a1s)
. or by_the employees (i.e., teachers and other employees) becomes a pdr-
ticularly'important issue. Bleakney (f972),suggests that as teacher
o organizations become more established, employer and employee trustees
will be increasingly expected to serve as spokesmen” for’ their respective
intqrests in the policy decisions made by the board. Some observers ‘
predict not only gréater,equaliéation in bpoard representation of the
two parties, but also a growing trend toward the election of member-
trustees by the system membership rather than appointment by an elected
government official. A result could be greater partisanship in making
teacher retirement .system decisions. ,' ¢
" The’ legisiation establishing the system.determines‘the number og
member-trustees to-sit on the board and in some cases, the qualifica-
tions requf%ed. Especially in state plans covering many classifications K
of puhlic employees, care .is often taken °to balance board representa- 4
\tion among member groups. In the New Hampshire Retiremeat System which

‘covers four separate occupational div1sions--firemen, state and muni-

cipa} employe( . teachers, and policemen--the board must include" two .
- hembers' rom each division.2 Many statew1de teacher retirement plans
{Te bdﬁrd representatfon from all levels of the schoel system. Of
« the seven-member trustees in the Alabama Teacher Retirement System, one
mist be a superintendent of schools, one a post- secondary instructor,
. one a principal, three must be classroom teachers and., as fn many systems,

3 X
one must be a retired teacher. Some boards have even more specific

o

membership requirements to, ensure representation’ofkali tonstituencies.

“ . %In the Des Moines Teacher System, on the other hand, the Board .

~ of Education also serves as the retiregent system board (National Edu-~
R cation Association; Teacher Retirement Systems, 1976). -

N New Hampshzre Retirement System, Chapter 100—A 14.
3Teachers Retirement’ System of Alagama, Questtons and Answers,
Montgomery, Alabama October 1977, and Na®onal Educatiorn Association,

1bid. ‘ ’ - \

S
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\?Br\ xample; the North‘Dakota board m#st include one femalé and the

- Teacher ?etirement System of Arhawéas provides for o6ne "non-Cchasian"
trustee.” While Arizona requires all member-trustees to have previous -
administrative experience most systems have no specific prerequ1s1tes '
for board membership and members gerve’without compensatdion.

One-third to one-half of‘fhe boaro trustees are typically state
and local gavernment elected officials serving ex officio. In some
instances, the governor, state supetintendent of schools, or state
treasurer is designated as board chairman; in others, the chairman is
-elected by the board. 3 About half of the retirement system boards in-
clude at least one elected official with financial experience The

employer representatives in the West Virginia Teacher Retirement System

include the governor, ‘the state treasurer, the state school superinten—

]

dent, the state commissioner for finance and administration,.and the.

’ state insdrance‘commissioner'é 3 - f . -

| The pvactice of automatically including elected officials on a
retirement board simply by v1rtue of their office recently has receiveg
some ‘criticism. As Bleakney states. "The objection raised is that the
ex officio’ member of the board does not .necessarily Eave the background
qualifications or, for that matter) interest, to sexve well on the-
board."5 This criticism ‘if valid, - could prove to be a significant

. problem for systems administered pringipally Py electes‘of:icials.

The South Carolina system, for example, is administered by & State

° L

a ¢ .

N . -—\‘ . . b

\ lNorth Dakota Teachers Fund for Retirement, Public School Teacher

v Handbook, North Dakdta, January 1978 Arkansas Teacher Retirgment System,
Handbook of Infbnnatzon Little Rock, Arkansas, 1977. : .
. ) 2National Education Assoéiation, Teacher Retirement SysteMS 1976
. oo 3Ibid
. 4
. _ g The West Virginia Board also includes two classroom teachers
) nd two university instructors. (Thé West Virginia Teachers Retirgment

Board Thirty-Sixth Annual Report, Charleston, West Virginia, September
1977. ) ¢

- N r .~ . A « -

sBleakney, Pp. 149.
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Budget ‘and Control Board composed solely of five government officials ,/
- serving ex officio ! Such an indictment, of course, cannot apply to

an entire class of administrators, any Judgment as to interest or com~
. ' petence must be made on an individual basis. " . ~ o
Public reprqﬁentation on.state teacher retirement system boards -
) . is common and all appointments are made by the governor 2 There are;:;
two types of. outside board members: financial advisors "and memberﬁf
of the general publicf/ The former bring important technfcal expettise
to board deliberations, the latter represent the interests of the -com~
T munity at large. Twenty percent of+retirement systems requir2 the
appoi:tment of an outside~investment advisor, such'as a local banker
or insurance counselor. 3 Generally, financial adv1sors are\included
as members if the board retains somesdirect control over the retirement
funds. Members of the general. public are required on .a quarter of all
' teacher retirement system boards.4

Scope of Authorigjt In' nearly all retirement systems, the board

* is legally vested with the ultimate policy and administrative author- °

ity.? Some boards take a fairly active role in the operation and poligy -
decisions of the retirement system. The duties of a’ board.gf Erustees
may be narrowly or brqadly defined by statute. , Alternatively, it may
4 & be left to the board ‘3

° wighes to take -in the administration of the syé@ém. "In some cases, a ;

¢
o determige how active or passive a role it

board may hire and confer with consultant staff,-make legislative . ‘
. K recow@endations, make investment and budgetany decisions, and preside ~

_over b%nefit hedrings. However,, in most large* systems, the'board dele~

-

gates magy of it;3duties and the’ responsibility for the day—to-day

operation of the system to a director. 4

“ . . . -7
rl . »
-

——e N '/ Lo
‘)QE 1National Education Assoeiation, Teacher Retirement System§ 1976.

c % 2From the published information it.is difficult ¢4 generalize about
l o ic representation oa-tocal boards, #ithough it appears to oceur less
o frequently than in state boards. Natiqpal ‘Education Association, 1960.
. : . .- ‘ ~ e .
o b1, - c ' S e
SN “Ibid. I - _
. . r Obension Tisk Forae Report,. Taﬁ‘;e 7.7 %7
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System Director o . . . . . ‘\

In theory, the power of the director is derived from the board.
. Vot surprisingly, observers believe that the director Has great discre-
tionary authority and influence. The director acts, as spokesmaanor

;ﬁ; system in any dealings,that it might have with the 1egislature oY -

"

_‘'membership and he directs the dagy-to-day operation of the staff.1 :

'[Technical'and Advisory Staff

.
A - -

H N \ v

Along with the administrative and clerical personnel the stafﬁ .

’

of the retirement system may also include an array of’ consultants and

technical advisors, such as auditors, accountants, actuaries; invest-

] men% counselors, and physicians2 who are generally hired on a consuatant

4

basis: -However, the 1arger retirement systems may hire ‘technical

specialists, such. as auditors and accountants as full-time staff. g
. i

¢
LIS

' . . P
ADMINISTRATIVE FUNCTIONS . . . g

‘ Although the functions berfnrmed intefnal t¥ the individual systems
may vary\considerably according to the benefits and services offéred
e to‘the members (such as annuities /ioans, or group life insurance),
several adminisé&ative functions are generally accepted as necessary
, to the proper management of thearetirement system These'include the'. -
management of the system s assets, communication with stem.members
" discldsure of individual account information, and the espoqsibility

s for the system s financial condition throughpregular,au dts;and actu-

arial valuations, .8 : AL .
. L . 3 B .
‘ ) reil *
. The Management of Systém As ;g - .‘O:

Sincé the size of‘the fund and thefinterest earned on investments
affects benefit and cgntrib&tion 1evels the efféctive management of

a gystem's.assets is consideréd a primary adxﬂnistrative objective.

.Systems vary, i how théy make investment decisions and® in which parties

participate in Ehe decisionmaking process.
2 ]

. * .
1B].eakne pps'148 159. © ~ ° L . L e ‘2

2 .
Medicabrgonsultagts or, in_largér systems, medicaf panEIs\adyise
. the board cdhderning disability cases. .

N g3 .
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Investment Decisions. The Authority thSet'investment policy and

.

approve investment transactions is granted by the Statutes,governing
- the retiremenl system. .That\authority is generally vested i\ the board
of trustees. However, since Envestment ﬁecisions tend to be complex,
the authofity tf invest syste funds ‘may be delegased to the system
director or to financial consulta ithithe necessary technical ex—
- pertise. The nature of that delegation and the degree of control over
investments which is retainéd by the board varies from system to system.
Three arrangements are common in teacher‘retirement systems.
e Large systems frequently create large in—house investment staffs which
- are then assisted by outside financial consultants. The Ohio State -
Teachers Retirement System uses sugh an arrvangement "and augments its
12-member investment staff with the services of a consulting investment .
firm.l In other systems, the board may take a more active role in

the investment of the system assets, with board members serving on an

. investment committee. > The Utah Investment Committee is composed of

.
y

four board members plus the system director and oversees the four staff
investment managers.2 Finally,léeveral states in our sample (TRS)

placed. investment authority in a central state investment’ council rather -

than the system board of trustees? The New Jersey State Investment

ouncil, for example ‘handles the funds of all five staﬁewide retire-

" ment systems 1ncluding the Teacher's Pensﬂbn and Annuity‘Fund The

¥iisconsin Invggtment Board manages the assets of, 23 different funds

incIuding those of both the local Milwaﬁkeé)teachers and state teachers

h plans. " . \L . 5 -
: : i ; The degree of control retained by tHe board in the first two

arrangements may range frOm defining strict investment policy guidelines

e _ S BN
lThe State Teach rs Retirement System of Ohio, 1977 Investment
. Report, Columbus, Ohi¢, June 1977. 5,' e . 5

2Utah ‘State Retirement Investment Fund, 1973 Annugé Report, Salt +°
Lake City, Utah, 1976. : , . .

3Department of the Treasury of the Stgte of New Jersey, Twehty—
sixth Annual Report, State Investment Council, Trenton, New Jersey,
. 1976; Milwaukeé Teachers Retirement Bureau, Handbook of dnformation
A§ for MTRB Members, Milwaukee, Wiscondin, December 1975; and National ;
Education Association, Teacher R@tzrement Systems, l976 :
. . : 7 C
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=+ The influenc% of thewboard in the third arrangement is difficult to

o C . Y ® y :
(,;“;,:,‘- ' S0 .

[ 3

"and careful review of investment transactions to'formality approval: .

ascertain The system director's role in investment decisionmaking is

-

particularly difficult to ascertain from published information. In
general, however, the interaction of retirement system boards, systen
.director, investment couficils, and outside financial advisors™in the
determination of investment policy and investment decisionmaking pre-
sents intriguing questions for further investigation.

[ ] .
‘Fiduciary.Responsibility, The d)gree of discretlon which invest—,

ment manager may have in the investment .of retirement system funds is

-

determlned by the general fiduciary standards set forth by state
statute. 1In its survey of the state laws regarding publlc retirement
system investments, the Pen81on Task Force found that almost two-thirds,
of the’states have no statutory fiduciary standards, a quarter of the-

" and the remaindet have

cstates .are governed by the prudent man rule,
standards which generally requ1re investment practices which are in the
"best interest" of the system. L. The systems which‘are not governed by
statutory standards are bound by common law f1du01ary standards whlch -

" The "prudent man rule"

atre less stringent than the "prudent man rule.
requires an investment manager to.exercisle such skill Q4 digcretion '
as an o:dinarily prudent man would uie in the management of\his own
funds and is designed to limit inwestments in risky or unprofixable
ventures. However, which investments are regarded as ""prudent" and
which are. not is a subJectlve decision and often must be applied on a

case~by~case basis. In general, the use of the prudent man rule hay

tend to limit a’retirement system s 1nvestment in s001ally useful" .

but less profitable investments, such-as the promotion of the local .

economy through the purchase of municipal bonds. ] L <
° = : v : . N N , . -

Communication and DisclOsure ’ /

Since virtually all systems offer a variety of retirement and annuity
“

options, another duty of the system S, .administrasion i? to keep members

A
- - - . . , . ” N
™ [

'1Pens1lon Tagk Foree Report, 1978, pf;.' 446-471. . ¢

”
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) informed about benefits*they might expect to receive and their rights
.,/A7£ } under the plan provisions.' All systems (ﬁTF) provide new members witb
a ‘plan description, either automatically or upon request. Changes in
"~  the plan provisions are aﬂso universally available, although the members
are more 1ikely to havé to -request such information In contributory
‘systems, the amount of" accumulated contr1butidhs .and the vested bene-
f1ts become germane when an employee terminates, Ret1rement systems, .

which include teachers (PTF) always prov1de an annual statgment of an

employee s accumulated contributions upon requeSt in about 75 .percent

of the plans that statement is furnished automatioally. An estimate

of a teacher's accrued retirement benefit is. almost, alvays provided by

. '. these systems, although usually upon request.

Audits and Actuarial Valuations °

All-plahs dre légally required to conduct audits og the system s ~
. accounts. Although ‘the frequency of the audits may vary, nearly 60 per-
cent of all teacher systems are audited annually, either by a govern—

. mental agency or independent accounting firms. The remainder are audited
regularly, but not annuafly.2 It is’ interesting to. note that approxi-
mately 75 percent of state systems are ‘audited by a goVernment agency,

, while almost 90 percent of 1ocal 'systems employ an independent auditor.3
This" is probably because statewide plans have direct access to the state

auditing services while Ioeal systems do not. P

,

- " Actuarial valuations which assess the f1nanc1a1 condition of’a

retirement system are also per10d1cally requ1red by law, but are gen-

erally conducted less frequently than.system audits. About half of .

’
°

the state and léeal "teacher only" retirement plans are actwarially
-reV1ewed annuallyh'The same proportion of ;state admlnistered systems .
(including those plans that do not coger tdachers) are reviewed at !
1,* 1east ‘every two yeard. 4 However most of thesefzaluations are conducted
. simply to calculate the annual employee contribution rate, rather, than
o : T l "(":a
Pensjon Task Force Report, 1978, Table 12. '
2The data do not - indicate how often- these ajﬁits occur (Pens@on

1

. Task Force Repom, 1978, Table 119. .
T A : N e L
¢ ~ . . , S
S Ibid‘:, Tabfe 53.. ’ < 91 ’ \
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to ~u?t;;iertake;’a thoro'ughgz"geviewof the system financial condition. F ol
For example, both the Hawaii Public Employee System and the Texas
‘ Teacher: Retiremenzg systefn conduct annual actuarial valuatLons, but only .
o fully reéexamine. the system s financia'.l, condition every five yea1.’s. .- ’
-t The Penslon Task Force also found that .approximately 12 percent of ~ |
o state teacher retirement systems are ne%%er regularly reviewed nor ”,

conduct actuarial‘ valuations more freq@ﬁtly than g,very five years.
;“ . .

K

:,“‘#; 3
lEmployees' Retire%gnt Systemg the State of Hawaili, Your Retire- .
ment System (with legislatigg changés through 1977) %Ilonolulq, Hawaii, - »
,1973; Teacher Retirement System of Texas, Yrmual ‘Pepor*t Austin, Texas,

1976, Yy .
v - e .3
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. Appendix A
THE TEACHER REYIREMENT SYSTEM REPORTS

. w2 -

. -

e ) .
. oo 2 °
I The table ‘below preseﬁts a list of the data we received from ‘the

teacher retirement systems in response to the mail-and telephone soli-'
citations described in ,the Introduction. The information came in the
;form of benefit pamphlets, annual reports, and.actuarial valuations. .
However, from some systems we‘also xeceived copies of‘the state statutes:

computer printouts%%r inter-office memoranda. The; degree of detail. and

year of data vary considexably?between systems. “The table Below does

.-~

¢

. describe the yeg!uﬁhd type of information received, For the purposes
‘of this sample adequate a inistrative information was defined as ”
administraaive description that went béyond describing the, composition . .

‘;‘“of‘the systeri's board of. trustees. 7&dequatg fIhancial information in-"

LA
< xe

cluded contribution levels, assets, and the. system s investment portfolio..
Obviously, the most detailed financial data was contained in the actu- ,,
arial reports we received However many systems included partidl
aptuarial informatioh, such as a balancgtsheet in the annual repqrt.
Therefore a%system is deemed to‘have provfded partial aotuarial infor-
mation if tne annual report stated thessystem's ud funded accrued liability.

Full _actuarial information also included the ;actuarial assumptions and

the' funding method e A
L 04

A )

Aruitoxt provided by Eic: .




. &
. ®  TEACHER RETIREMENT SYSTEM REPORTS ’ . _
N ) . *e l ot o e
Date of Date of Date of Date of .Date of -~ Date of Full .Date of
& . Annyal ° ,Benefit ' Administra- Financial. Actuarial Actuarial Partial
~ System ¥ , - Report Data - .-tivé Data - Data Report . Data Actuarial Data - ’
Alabama , o, 1977 1977 nope 1977 " none o 1976 )
Alaska 1977 1977 o - {977 ; 1977 . %1977 1977 ‘
Arizona * 1977 . 1978 i 1977 1977 1977 1977 . , <«
Arkansas 1976 - 1977 “none 1976 . none - ", 1976 .
California 1969-77° 1977 - 1977 . . 1969-77 none © 1977 '
(% v, . e .\\ 1 ' M )
Golorado ©1978 © » 1977 1975~ 1978 rione 1977
Denvér, C& 1977 - -1976 i+ 1976 1 1977 .. 1978 S 1978 :
Connecticut * "*none , 16 - none , none ‘none . 4 none none !
Delaware 31977 none 19777 1977 none * ( none none
Florida 1977 ~ noné .” 1977 ¢ 1977 none - S 1977
T .. : ’ [ ¥
Georgia 1976 1978 none - 1976 none none none .
Hawaii , 1973-76 . 1977 ¥  nqone 1973-76 none . 41976
Idaho. none T 19765 . none * 1977 -1977 - = 1977 ’
Illinois -1977 1977 * none 1977 none " - 1977 ‘
Chicago, IL 1977. 1977 * - - —none---~+———1977 Y1977 <L 19777 T :
! N . . .
Indiana " 1978 1977 . none 1978 ‘pone _ ’ . " 1978 S
Towa - 1977 1975 w/'. ; none 1977 - 1977, 1977 o0 N
. . - ° updates 3 ° .- . S - - .
Des Moimes, IA 1977 - 1975 ©.'1977 - 1977 none x;/ne- none )
Kansas 1977 - 1977 1976 1977 noéne- X977 . A
Kéntucky 1976~77  none none . 4977 - nane. - 1976 3"
. Louisiana none’ * 1978 - none__ ., . 1978 . 11977 1977 :
1Maine 1977, 1977 1977 " - 1977 _ none 1977 ) ,
Maryland . . 1976 1977 € none o 1976 . * none . 1976
Massachusétts 1976 1966 none k.. 7 partial - none none .. none
" ) A7 $7(1976) ) ) -
" Michigan 1976 1977 ~none ° "= 19%6 none _ . o 1975 g
B ' T ‘ ' o
) s . . 9["
. e -
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TEACHER RETIREMENT SYSTEM REPORTS (cont'd) -

Date of

Date of

Date of Date of Date of Date of Date of Full
Annual Benefit" Administra- Financial Actuarial Actuarial Partial
System ° Report Data tive Data Data Report Data Actuarial Data’
Minnesota 1977 1978 partial 1977 none 1977
\ 1977) h ~
Duluth, MN 1977 1977 none 1977 1977 1977
Minneapolis, MN 1973-76 1976 1976 ‘partial none 1976
S (1973-76)
Mississippi 1977 1977 none 1977 -;none none - none
Missouri © 1976 °1975 t 1975 1976 none - Y1976 ,
-"Montana none 1977 1977 —none 1977 1977 '
Nebragka none—/ 1975 none none 1977 1977 -
Nevada none 1977 . 1977 none 1976 -1976
New Hampshire none 1975 1975 partial 1975 1975 ‘
. S (1975) : —~
New Jersey 1975-76 1973 1976 1976 " none 1975
New Mexico 1977 1977 1977 1977 none 1976 -
New York 1978 1978 1978 1978 - none none none -
North Carolina none 1975 1975 none none . none none
North Dakota none 1978 1978 1976 1975 + 11975
Ohio 1977 1976-78 none 1977 none none none
Oklahoma none 1978 1977 none none none none
Oregon note 1979 1977 none none” none none
Pennsylvania 1977 » 1977 none 1977 - none 1977
Rhode Island . 1977 1977 none 1977 none © - e 1977 e
South Carolina 1977 . . none none 1977 none 1977
South Dakota none 1977 1977 nene none none none
Tennessee none 1977 noné none none ~  none none
Knoxville, TN none 1977 none none none none none
Texas 1976.f 1977 1976 1976 none 1976 . .
Utah 1976 1977 1975 1976 none none tnmne
\‘S ‘ - i v

08




TEACHER REfIREMENT SYSTEM' REPORTS (pont'd)

\: ‘ . \~;_’ ] Lo ’ .
- 5 ’ L )\;’ - ¢ /
- .Date”of , Date of - Date’ of Date of Date of Date of Full Date of
- " Annual "Benefit Administra- ~ Financial Actuarial Actuarial - Partial
System Report . ":—-Data * -tive Data Data Report Data Actiuarial Data
Vermont 1977 1977 1977 1977 1975 1975 .
© Virginia 1975-77 . no date none partia2 none none none
, ; (1977)
Wishington none ~ 1976, none 1976, 1576 1976
West Virginia 1977 1976 none 1977 none none’ none
Wisconsin none none none ~-partial none - - none" none
, . 1977) : '
Milwaukee, WI none 1975 7. . none N none , 1977 1977
[N : ~:C‘€‘ )
) 7 / ‘v’

8,
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. . Appendix B ° : '
oo DISCUSSION ’OF ACCRUED-BENEFIT FUNDINGl

- . ' \
;. . U ) \\,; s, |
Unlike projected funding methods such as Entry Age Normal or Tra- ——
ditional Aggregate, Accrued Benefit funding does not ‘base its cost '
calculation on the benefits empléf\es are likely to earn during their
careers. Instead, it calculates the normal or annual cost for each
individual member based on the amount of. pensien benefits he actually
earned during that partzcular year. Annual increments in benefits are
earned on account of~ (l) an additional service- credit, (2) salary
increases, and (3) benefit improvements. The sum of the individual
costs for all the members equals the total normal cost for the system.
The accrued benefit funding method results in very steeply rising

indivfgu over time. Early in an employee s career, when his :
salafy/i:ll::?ffhe‘cost of benefits earned each year is also compara-"
tively low. however, as the years of servicé'increase‘and as an em-
ployee's salary increases, the benefits earned each year also increase
especially as the’ employee nears retirement age.. Moreover, the nearer
to retirement age, the lower is the discount factor applied to contri-

" butions in computing present value. Therefore, the accrued method

{shifts most of the benefit payments tb the latter half of .an employee s
catreer. Further, given a'growing Iabor force or’ continuous salary in-,
creases, the total benefit costs will‘continue to rise throughout the

- ®. life of the system. . e o "

_ Accrued benefit funding is rarely used~byalarge public retirement
systems. Tm fact, we did not encounteroany teacher systems that used
this method.. One reason is that public retirement systéms tend to preu.
< fer funding methods which result in level contribution rates, as in

Entry Age Normal funding Also, the accrued benefit method is not 1
dpplicable to systems which base their benefit formulas on final aver-

.

age salary, .since that would require salary projections.2

- ’

©

l"Accrued benefit" funding is %150 known as "unit cgedit" funding
in older actuarial textld.

2Robert Tilove, Publ1c EMpZoyee Pension ‘Punds, Columbia University
Press, New York, 1976, p. 150.
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